





Patents and Income 


Taxation 


Taxation of Insurance 


Companies 


1944 Revenue Act? 


Britains Pay-As-You-Earn 
. 


Intangible Drilling Costs 


State Tax Calendar 


The Shoptalker 


November, 1943 


ROBER 





T HANNEGAN 


(Story on page 623—Harris & Ewing photo) 














This magazine 
is published to promote 
sound thought in economic 
legal and accounting prin- 
ciples relating to all federal 
and state taxation. To this 
end it contains signed articles 
on tax subjects of current 
interest, reports on pending 
state tax legislation, inter- 
pretations of tax laws, and 
other tax information, book 
reviews, etc. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Care will 
be exercised in checking the 
accuracy of data printed, but 
responsibility is not assumed 
for the contents of the 
articles or for the opinions 
expressed therein. 


Editor 
Henry L. Stewart 


Advisory Editor 
George T. Altman 


Washington Editor 
Lyman L. Long 


Business Manager 


George J. Zahringer 


Circulation Manager 


M. S. Hixson 


Contents for 


NOVEMBER 


Vol. 21 


1943 


No. 11 


e Federal Taxation 
Patents and Income Taxation 


Intangible Drilling Costs—An Article. ..John W. Beveridge 
Federal Taxation of Insurance Companies and Their Problems 

—An Article .Charles W. Tye 
Federal Tax Calendar 


e State Taxation 
State Tax Calendar... 


e General 
The Economic Effects of A Corporate Income Tax—An 
Article 
Incidence of British Taxes—An Article. .M. E. Bathurst 
The 1944 Revenue Act—An Opportunity for Taxpayer 
Goodwill—An Article... . r _M. L. Seidman 
Sources of State Tax Revenue.......... 
The Sweepstakes Winners 


e Departments 
Tax Chips ... 
Talking Shop 
Interpretations 
Washington Tax Talk 


e The Cover 


Published monthly by Commerce Clearing House, Inc., 


214 N. Michigan Ave., Chicago 


Subscription price: $4.00 per year; single copies, 50 cents. 


Entered as second-class matter January 13, 1939, at the Post Office at Chicago, Illinois, 


PRINTED IN U.S.A. 


under the Act of March 3, 1879. 


TITLE REGISTERED U.S PATENT OFFICE, COPYRIGHT 1943, BY COMMERCE CLEARING HOUSE, INC. 


591 


594 


William J. Shultz 598 


602 


610 


. 619 
. 627 


586 


. 617 


620 
622 


625 





















































































































































































































































Is the entire amount of the 
Canadian excess profits tax allowed 
as a credit against the Federal in- 
come and excess profits taxes of a 
domestic corporation ? 





No. Only the net amount of the Canadian excess 
profits tax paid or accrued after the deduction of the 
refundable portion constitutes a foreign tax which 
may be credited against Federal income and excess 
profits taxes. I. T. 3624. 


* 1K * 

Is gain from sales of livestock held for breeding 
purposes treated as gains from the sale of capital 
assets? 

Yes. Section 151 of the Revenue Act of 1942 by 
adding subsection (j) to section 117 now permits 
breeding livestock to be classified as a capital asset 
and thus subject to the limitations on the sale of such 
assets. Special Ruling. 


1K * * 


By a stockholder’s suit certain directors and officers 
were required to make an accounting of secret profits 
derived from the abuse of their fiduciary duties. 
Should the corporation treat the amount received as 
income to it? 


Yes. Such recovery is not a penalty but ordinary 
income to the corporation. Tax Court. 


Kk * * 


Our corporation was organized for the purpose of 
acquiring and holding the stock of an association. 
The association actively engaged in fulfilling the pur- 
pose of its creation, does the corporation “carry on or 
do business” such that would require it to file a capial 
stock tax return? 


Yes: The tax is levied “with respect to carrying 
on or doing business” Court of Claims. 


* * *K 


Is there a possibility that the post-war credit against 
the Victory tax will be eliminated? 


Yes. H. R. 3381, The Victory credit bill has been 
passed by the House. The purpose of this bill is to 
enable the Treasury to simplify the statement of the 
Victory tax in the return forms to be filed by tax- 
payers for 1943. Under the bill the entire credit is 
currently allowed as a credit against the Victory tax 
for the taxable year, and no post-war credit remains 
for credit or refund after the war. To remove any 
possible doubt, the bill provides that the credit is al- 
lowed in the case of estates and trusts and, in such 
cases, is subject to the same limitations as those 
applicable to a single person without dependents. 


Jax Chips 





Will the time in which employ- 
ee’s trusts may be amended to 
comply with 1942 Act, be extended ? 


Yes. The Senate Finance Com- 
mittee added an amendment, ex- 
tending such time to December 31, 1944, providing 
the provisions are made effective as of a date not later 
than January 1, 1944, to H. R. 3363 dealing with Sec. 
722 relief claims. 

*K * * 

Since October 31 falls on a Sunday may employer's 
quarterly return of tax withheld from July 1 to Sep- 
tember 30, be filed on November Ist? 


Yes. This is the usual procedure when the date on 
which returns are due falls on a Sunday. 


* * 


My client is the sole support of certain refugee 
children, may the credit for dependents be taken on 
the income tax return? 


Yes. A court has held that a taxpayer was entitled 
to the credit for dependency for 51 refugee children. 
The Court briefly states the facts as follows: “On 
or about the 29th day of August, 1939, plaintiff 
caused fifty-two children to be moved to residential 
property owned by her and situated in the vicinity 
of Paris, France. The said children had formerly been 
in the custody and care of a charitable organization 
situated in the city of Paris and known as Maison de 
Charite. By reason of the impending war with Ger- 
many, the French Government had ordered the evacu- 
ation of said children from the city of Paris. Plaintiff 
thereupon agreed to take the said children to her 
home and assumed the entire responsibility for them, 


including the furnishing of their food, lodging and 
clothing.” 


“During the period from the 29th day of August, 
1939 through the 31st day of December, 1939, plain- 
tiff furnished to said children their lodging as afore- 
said and a sum of money in the amount of 252,250 
francs ($10,090) for their support. The said lodging 
and support furnished by plaintiff constituted the sole 
support received by said children during the said 
period. The said children had no responsible relatives 
and no source of support other than plaintiff.” 

Credit was allowed for the four-months period, the 
amount being pro-rated. 

* Ok Ok 


If the last day for filing suit for recovery of Federal 


taxes falls on Sunday is suit begun the next day 
timely? 


No. A District Court can find no authority in the 
law for so extending the time in the case of a suit against 
the United States or a Collector of Internal Revenue. 












r’s 
“p- 


on 


ree 


on 


ral 
lay 


the 
inst 
ue. 








patent is dangerously apt to resemble the tale 

of the blind men and the elephant. For the 
patent system is in a sense all things to all people: to 
some small corporations it is the background of their 
business ; to some large corporations it is a non-essen- 
tial, but useful, asset; to the independent inventor it 
is his means of livelihood; to some groups its misuse 
has constituted one means of illegally eliminating com- 
petition, both domestic and international; to some 
reformers it is anathema. 

That a patent should present such a multiplicity of 
aspects is not surprising in view of its highly illusory 
characteristics, being as it is a negative monopoly, 
created by governmental grant for a limited span of 
years. And while a patent is, as Dean Wigmore sug- 
gested, a property right just as surely as is a gold 
mine, it cannot be evaluated either by weight or by 
size. Rather, the ascribing of a specific value to a 
patent requires more of the seer’s gaze and the prophet’s 
vision than of the application of standard measures. 
Nevertheless it can be of immense value, as is evi- 
denced by the recent fixing of the fair market value of 
a patent at seventy million dollars. 

For this, if for no other reason, it is essential that 
some attempt be made to consider the characteristics 
of the patent grant as they affect and are affected by 
the income tax statutes. This is no attempt to set 
forth the entire income tax law insofar as it relates to 
patents, for as will be seen that law is in large part 
the same for patents as for any other property. Rather 
it is the burden of these paragraphs to designate some 
of the pertinent and peculiar aspects having a bearing 
upon income tax laws. 


/ VHE ATTEMPT to define the true nature of a 


Ex-immunity: State Taxation of Patents 


The encrusted doctrine of reciprocal immunity 
from taxation of the instrumentalities of state and 
federal governments which was nurtured from McCul- 
lochv. Maryland ’ served until little more than a decade 
ago to protect both patents and copyrights, and royalty 
income forthcoming from them, from the unwelcome 
attention of state revenue officials. This immunity 
was based on the supposition that such rights, being 


14 Wheat. 316 (1819). 
?-8 For footnote see following page. 
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creatures of federal grant, were “instrumentalities” 
of that government, and hence beyond the pale of 
state tax jurisdiction. 


This was the express holding of five Supreme Court 
justices in Long v. Rockwood decided in 1928.2 The 
Massachusetts income tax statute was interpreted as 
including as income royalties from the use of patents. 
The majority held that a state could not constitution- 
ally tax the royalties since this was in effect a tax upon 
the patents themselves. The patents, being the crea- 
tures of federal grant, were held to be immune to state 
taxation.* Justice Holmes, in a vigorous dissent,‘ 
pointed out that it was obviously not true that patents 
are instrumentalities of the government, but that they 
are used by the owners for their private advantage 
alone.® “Why then cannot a State tax a patent by a 
tax that in no way discriminates against it?” 


Just four years later the Court adopted the views 
of Holmes and “definitely overruled” the earlier case 
in Fox Film Corporation v. Doyal.6 A state gross re- 
ceipts tax imposed a direct charge on royalties received 
by a corporation from its licensed copyrighted motion 
pictures.” Said the Court: 


. the mere fact that a copyright is property derived 
from a grant by the United States is insufficient to support a 
claim of exemption. Nor does the. fact that the grant. is 
made in furtherance of a governmental policy of the United 
States, and because of the benefits which are deemed to accrue 
to the public in the execution of that policy, furnish ground 
for immunity.” ® 

Nor did the Court hesitate 
to point out that there is no 
distinction in this regard be- 
tween patents and copy- 
rights, and that therefore 
the decision in Long v. Rock- 
ford was not correct. 





Mr. Wood is the author of 
Patents and Antitrust Law, 
Commerce Clearing House, Inc., 
1942. Prior to entering the Navy 
Department, he was an attorney 
for the Continental Casualty 
Company in Chicago. 
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It must, of course, be noted that the holding of this 
case is simply that a patent is not protected from non- 
discriminating taxation; result is that the states have 
wisely sought to do no more than treat income from 
patents exactly like that from other property for pur- 
poses of taxation. Although the federal government 
creates patent rights to encourage the progress of the 
arts and sciences, the states may still levy a non-dis- 
criminatory tax on the income from those patents 
without in any way impeding that progress. A tax, 
however, which did conflict with the patent system 
would not be upheld. For the state may still not 
seek by means of taxation deliberately to nullify a 
federal institution or to thwart a federal policy. 
McCulloch v. Maryland.® So it is that the states cur- 
rently treat patents in the same manner as does the 
government which created them. 


The Federal Income Tax 


There was no corresponding constitutional hurdle 
with regard to the federal taxation of income from 
patents. The Government of the United States, in 
theory at least, is but a single entity and cannot suc- 
cessfully be accused of obstructing its own policies. 
Presumably even if a federal tax were found to be 
mutilating the patent system it would be held that the 
Congress by instituting the tax had simply expressed 
its intention of negating the earlier patent statutes. 
For while the Constitution provides for the granting 
of patents, its language is purely permissive. The 
discretion is left to the Congress. 

So it is that the problems relating to federal income 
taxes, insofar as they affect patents, involve the appli- 
cation of fixed statutes, rules and regulations to the 
peculiar property of the patent grant. 


Gross Income 


The Congress and the courts, acting pursuant to the 
authorization of the Sixteenth Amendment of the Con- 
stitution,’® have concluded that “income,” as that term 
is used in the tax statutes, “may be defined as the gain 
derived from capital, from labor, or from both com- 





3 227 U. S. 142. 

’The Court cited two state court decisions in support of its con- 
clusion: Westinghouse Elec. Mfg. Co. v. Commonwealth, 151 Pa. 
265; 24 Atl. 1107 (1892). People v. Assessors, 156 N. Y. 417, 51 N. E. 
269 (1898). 

4277 U.S. 142, 148-9 (1928). 

5’The government must pay for its use of patents just as in- 
dividuals do. Richmond Screw Anchor Co. v. United States, 275 
U. S. 331 (1928). 

® 286 U. S. 123 (1932). 

‘It had already been held that royalties from copyrights might 
be included in the net income, which is the measure of the New 
York Corporate franchise tax. Educational Films Corp. v. Ward. 
282 U. S. 379 (1931). Cf. Flint v. Stone Tracy Co., 220 U. S. 107, 162 
et seq. (1911) (federal tax on corporate franchise, measured by net 


income, including income from tax exempt municipal bonds. Held. 
valid). 


§ 286 U. S. 123. 

®°4 Wheat. 316 (1819); Weston v. Charleston, 2 Pet. 449 (1829), 
Home Savings Bank v: Des Moines, 205 U. S. 503 (1907). 

1 *‘the Congress shall have power to levy and collect taxes on 
income, from whatever source derived .. .’’ 
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bined, provided it be understood to include profit 
gained through a sale or conversion of capital assets.” ”' 


Gross income, therefore, with which Section 22(a) 
of the Income Code is concerned, is a concept amply 
broad to include royalties for the use of patents ; profits 
received from the exploitation of patents; or a profit 
realized through the sale of patents. The tax prob- 
lems associated with patents, therefore, relate prin- 
cipally to measurement of the income and determination 
of allowable deductions and credits. 


Inasmuch as the income from patents is concededly 
taxable, the principles of law formulated by statute, 
rule and interpretation for general application, govern 
the situation. The peculiarities of the law as it applies 
to income from patents arise from the distinctive 
nature of the patent right itself. A creature of statu- 
tory grant, the patent privilege is by nature not only 
intangible; it is in fact a negative intangible. Con- 
trary to the popular impression, a patent conveys to 
the owner no right to use the invention which is its 
subject matter. If he has such a right to use the in- 
vention—and in many instances an inventor is unable 
to use his discovery on the market because of an out- 
standing patent to another covering an element essen- 
tial to his own use—that right exists at common law 
and is not effected by the governmental grant. The 
only privilege conferred by the patent is that of ex- 
cluding all others from the use of the invention. This 
privilege is absolute, and exists for seventeen years 
from the issuance of the patent. 


Quite obviously the mere possession of the patent 
creates no income; equally obviously the mere exclu- 
sion of others from the use of an invention in itself 
gives rise to no pecuniary gain. 

It is only where a manufacturing patentee is en- 
abled, by reason of his right to exclude others, to 
market his products more profitably than otherwise 
that income can be said to result from production 
under a patent. And in any such case the problem of 
determining the amount of income due to the patent 
advantage as compared with production economy, 
merchandising efficiency, advertising, and manage- 
ment is obviously a nice one.'” 





11 Hisner v,. Macomber, 252 U. S. 189, 207 (1920). Appreciation in 
value, when realized by sale, is income. Merchants Loan and Trust 
Co. v. Smietanka, 255 U. S. 509 (1921). Taxable income on a realiza- 
tion from property acquired before March 1, 1913 is measured by the 
difference between the value on that date and the sale price. 

Insofar as patents are concerned, this rule is of little current 
importance, since the span of life of the grant is but seventeen 
years, 

12 See Westclox Co. v. United States, 37 F. (2d) 191 (Ct. Cl. 1930). 
A manufacturer was entitled (in determining a deduction in gross 
income by reason of exhaustion of certain patents) to value labor- 
saving machinery on the basis of the savings accrued therefrom. 
ascertained by comparison with the cost and expense incident to 
old and prior processes employed in the trade, and with the actual 
expenses of others engaged in doing the identical thing by hand. 
Actually, of course, it is immaterial in the measuring of gross 
income whether the income arises from the patent or from produc- 


tion efficiency. This inquiry is important in determining deductions. 
See, infra, page 12. 
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Where the patentee does not manufacture under the 
patent himself but gives to others the right to do so, 
by a license, his income is more easily measured in 
the royalties paid to him by the recipients as con- 
sideration for the right of use. Where the license given 
is an exclusive one the royalties are partially in pay- 
ment for the right of the licensee to the exclusive 
enjoyment of the patent, as well as for the waiver of 
the patentee’s right to exclude the licensee. When the 
license is non-exclusive the only thing which the 
licensee receives is the waiver of the patentee’s right 
to sue him for using the invention; and it is for this 
alone that he pays. In either case the payments do 
not lose their categorization as income. 

Finally, where a patent is sold, the consideration 
received is income insofar as it represents a gain or 
profit over the cost of the patent to the seller. 


Sale or Exclusive License 

It is frequently difficult to determine whether a 
transaction constitutes a sale of the patents, or merely 
an exclusive license to use them—the distinction 
assuming a vital importance in the computing of 
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income taxes. This difficulty again is due to the 
peculiar characteristics of the patent grant. Unlike 
most other forms of property, a patent is possessed 
of a pre-determined span of life; the rights which it 
conveys consist simply of the negative power to ex- 
clude others from the use of the invention it describes. 
So it is that when the patent owner gives to another 
an exclusive right in the patent for its full life he has, 
in effect, parted with all he possesses. He has sur- 
rendered his right to exclude, at least as to that one 
person. So it is that despite use of terms indicating 
that title remains in the inventor, a “license” of this 
sort is not infrequently held to amount to an outright 
sale. In Hopkinson v. Commissioner * the Second Cir- 
cuit Court of Appeals held such a transaction to be a 
sale although the consideration was dependent on the 
amount of use of the invention, and was called a 
royalty.” 

The distinction is, for income tax purposes, obvi- 
ously a vital one. Ifthe transaction constitutes a sale, 
the taxpayer determines his gain or loss by computing 
the difference between his selling price and the cost 
of the patents,’ or other basis, properly adjusted." 





13 Reg. 103, § 119-5, And see § 119-7. Royalties for use of patents 
outside of the United States. This means that royalties from foreign 
patents are taxable in this country. 

See Ernest G. Hoffman, 8 B. T. A. 1272 (The entire amount of 
royalties under patent licenses constitutes income.) The fact that 
two different rights are conveyed does not alter the nature of the 
consideration received by the patentee. Note, however, that where 
an exclusive license is irrevocable and for the full life of the patent 
it is in many respects tantamount to a sale, Infra, n. 15, 

14126 F. (2d) 406 (C. C. A. 2d, 1942). 

18 There is a wide divergence in the cases in this field. The attempt 
to find the law applicable in a given fact situation must depend 
upon ascertaining from the reported cases the underlying rationale, 
and testing the facts presented in the light of that rationale. 

The determining factor relied on by the courts as to whether 
‘title’? passes is the extent and nature of the control retained by 
the grantor or conferred on the grantee. The statement that title 
has passed is of course but a question begging determination of 
the problem to be resolved. 

Factors generally treated as significant are whether or not: 

(1). The agreement contains language of assignment or sale, and 
terminology of broad grant. Cf. Boesch v. Graff, 133 U. S. 697 
(1890); Rude v. Westcott, 130 U. S. 152 (1889); and Sechler Carriage 
Co. v. Deere & Mansur Co., 113 Fed. 285 (C. C. A. 7th 1902) with 
Waterman v. Mackenzie, 138 U. S. 252, 256 (1891); Six Wheel Corp. 
v. Sterling Motor Truck Co., 50 F. (2d) 568, 571 (C. C. A. 9th, 1931; 
and Heywood-Wakefield Co. v. Small, 96 F. (2d) 496, 499 (C. C. A. 
Ist, 1938). (2). Consideration for the transfer is expressed on a 
royalty computing basis. Cf. Hopkinson v, Commissioner, supra 
n. 14; and Rude v. Westcott, supra, with Tennessee Oil Co. v. 
Brown, 131 Fed. 696 (C. C. A. 6th, 1904), cert. den., 197 U. S. 621 
(1905); Von Baumback v. Sargent Land Co., 242 U. S. 503, 512-3 
(1917); United States v. Biwabik Mining Co., 247 U. S. 116 (1918); 
Connery v. McFarland, 75 F. (2d) 162 (C. C. A. 7th, 1935); Wanless 
Tron Co, v. Commissioner, 75 F. (2d) 779 (C. C. A. 8th, 1935). And 
see, Backer v. Penn Lubricating Co., 162 Fed. 627 (C. C. A. 6th, 

1908); Crain v. Pure Oil Co., 25 F. (2d) 824 (C. C. A. 8th, 1928); 
Robinson v. Jacobs, 254 S. W. 309 (Texas, 1923); and Note, 60 
A. L. R. 929. (3). The exclusive features of the agreement dis- 
appear if minima are not met. Cf. Littlefield v. Perry, 21 Wall. 205 
(1874); and Boesch v. Graff, 133 U. S. 697, 701 (1890); with Six 
Wheel Corp. v. Sterling Motor Truck Co., 50 F. (2d) 568 (C. C. A. 
9th, 1931). (4) The transferor retains the right to sue infringers. 
Cf. Green v. Leclair, 24 F. (2d) 74 (C. C. A. 7th, 1928) with Water- 
man v. Mackenzie, supra at 138 U. S. 255; and Garfield v. Western 
Electric Co., 298 Fed, 659 (S. D. N. Y¥. 1924). See, generally, 431 
C. C. H. Standard Federal Tax Service {| 51.294. 

1%6The general method of computing a gain or loss from the sale 
or exchange of property is described in Section 111 of the Code, 
which contemplates that from the amount realized from the sale or 
exchange there shall be withdrawn an amount sufficient to restore 
the adjusted basis prescribed by Section 113 (b) - -, that is, the 
cost or other basis provided by Section 113 (a) adjusted for losses, 


expenditures, and other items chargeable against and applicable to 
the cost or other basis, Reg. 103, § 19.111-1. 
Cost or Other Basis. 

Proof of the original cost or other basis, the fair market value 
at the time of the sale or exchange, and all other facts essential 
to a computation are part of the taxpayer’s burden. Haass v. Com- 
missioner, 37 B. T. A. 948 (1938). The general rule for the deter- 
mination of the ‘‘adjusted basis cost’’ is to ascertain the original 
cost plus additions to capital, less depreciation. Herder v. Helver- 
ing, 106 F. (2d) 153 (C. A. D. C. 1939). 

Where patents are received in exchange for stock, the cost is 
measured by the fair market value of the stock at that time. Mac- 
Callum Gauge Co. v. Commissioner, 32 B, T. A. 544 (1935). And cf. 
Gould Coupler Co., 5 B. T. A. 499; Wallis Tractor Co., 3 B. T. A. 
981; Automatic Transp, Co., 3 B. T. A. 505. 

Improvements and Maintenance. 

Expenses incurred in securing patents, including legal services in 
connection with patent applications and interferences, are to be 
treated as part of the cost of the patents. Hazeltine Corporation v. 
Commissioner, 89 F, (2d) 513, 522 (C. C. A. 3d, 1927); Gilliam Mfg. 
Co., 1 B. T. A. 967, And see, Unpublished Office Letter, Aug. 20, 
1917, 

Depreciation. 

See infra, pp. 9-13. 

In determining the gain or loss on the sale of foreign patent 
rights under certain inventions, the cost of the patents should be 
apportioned among the various countries from which they were 
obtained, taking into consideration their useful life in each country. 
The taxable income is the difference between the cost of the patents 
so apportioned and the amount received for them, Gilliam Mfg. Co., 
supra; Goodell-Pratt Co., 3 B. T. A. 30; Beaumont Co., 3 B. T.A. 822. 

17 Reg, 103, § 19.22 (a) 9; 431 C. C. H, Standard Federal Tax Serv- 
ice p. 1099, { 69. An aspect of further importance in the distinction 
between a sale or license is in the application of § 117 of the Code, 
relating to Capital Gains or Losses. 

Under this Section, only 50% of the gain realized, by a taxpayer 
other than a corporation, on the sale or exchange of a capital asset 
which has been held more than six months is taken into account in 
computing net income. 

A corporation must take the entire gain into account, regardless 
of the holding period. However, an alternative tax computation is 
provided, under which the total effective income tax on the excess 
of a net long-term capital gain over a net short-term capital loss 
will not be more than 25% of the excess, in the case of a corpora- 
tion, or 50% in the case of other taxpayers. (The latter is the same 
effective rate as the 25% rate for corporations, since only one-half 
of other taxpayers’ gains and losses on long-term capital assets is 
taken into account.) 432 C. C. H. Standard Federal Tax Service 
{ 865.001. 

The importance to the taxpayer of the designation as a sale is 
apparent, where in the alternative the proceeds, if treated as royal- 
ties for a license, are completely taxable as income. 
(Footnote continued on next page) 
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It is only the gain which is income; the balance is but 
the return of capital. If, however, the transfer of 
rights is held to constitute but a license, the consider- 
ation is entirely income. 


An income tax cannot be levied on the original cap- 
ital; it may only be imposed on an increment of wealth 
as realized from a conversion of capital, or by its use 
in conjunction with labor or new discoveries.’® Just 
what constitutes taxable income and what a capital 
item is often difficult of determination.”° 


Damages as Income 


It has been well said that a patent is but the right to 
sue for infringement. Because of its peculiar negative 
characteristics, noted above, the only value in a patent 
is the right of excluding the world from use of the in- 
vention. Such exclusion can only be by means of court 
action. The recovery made by the patentee in such a 
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suit is one of his most frequent modes of securing in- 
come directly under his patent. 


It may be this factor which has led the one court to 
hold that damages, as well as profits,”* recovered in a 
patent infringement suit constitute income, rather than 
a restoration of impaired capital.?? In Triplex Safety 
Glass Co. v. Latchum* the court states simply that 
such damages are income, without giving any ex- 
planation or reasoning in support of the doctrine.” 
The only authority for the statement is the citation of 
three cases and one law review note. But none of these 
serves to support the rule for which it is cited.2*> On 
principle, a blanket rule that all damages recovered ina 
patent infringement suit constitute income is insup- 
portable. Actually the answer would appear more 
properly to turn on whether the patentee had actually 
suffered injury from the infringement. In this deter- 

(Continued to page 632) 








Footnote 17 Continued 

However, a particular problem arises in the case of a patent 
as to whether § 117 is applicable. To bring himself within the 
benefit of the percentage provision, the patentee must clear two 
hurdles: (1) Since 193s Section 117 has defined ‘‘capital assets’’ as 
excluding property used in the trade or business of the taxpayer of 
a character which is subject to depreciation, A patent is a prop- 
erty which is subject to depreciation. Where, therefore, it is being 
‘‘used in the trade or business’’ of the taxpayer at the time of the 
sale or exchange, a patent could not qualify as a capital asset. 
Just what constitutes use in business where a patent is concerned is 
a matter of some complexity. See, infra, page 10. Probably, how- 
ever, it will be held to include nearly any situation in which the 
patent is reasonably related to the subject matter of the taxpayer’s 
business. Most sales of patents, therefore, will fail to come within 
the category of the sale of a capital asset, and the percentage 
features of § 117 will therefore be inapplicable. 

However, § 117 (j), first introduced in the 1942 Act, preserves a 
small sphere of applicability to sales of patents used in the tax- 
payer’s business. Briefly this subsection provides that where there 
is a net gain from the sale or exchange of depreciable assets and 
real property used in the trade or business and held more than 
six months, plus the involuntary conversion of such assets and long- 
term capital assets, the gain is to be treated as a long-term capital 
gain, However, a net loss from the same sources in the aggregate 
is treated as an ordinary loss. 

(2) §117 also excludes from ‘‘capital assets’’ ‘‘property held by 
the taxpayer primarily for sale to customers in the ordinary course 
of his trade or business.’’ In Harold T, Avery v. Commissioner, 47 
B. T. A. No. 74 (1942) this provision was held applicable to an 
inventor who, outside of his hours of employment, made numerous 
discoveries which he patented and sold. ‘‘What may have been a 
hobby originally became a trade or business when he held the 
patents for sale or license to others for profit.’’ Consequently his 
patents were property held ‘‘primarily for sale to customers’’, and 
his profits were treated as ordinary rather than capital gains. 

This doctrine would be confined generally, however, to individual 
inventors and is not ordinarily applicable to corporate patent 
owners, 

1% Supra, pp. 5-6. See Kaltenbach v. United States, 66 Ct. Cl. 570 
(1929) (Price paid for right to use secret process held to be a 
royalty payment, not proceeds of sale, and accordingly taxable as 
income). 

See Commissioner v. Fleming, 82 F. (2d) 324 (C. C. A. 5th, 
1936). 

* Cf. the situation with regard to the determination as to whether 
money is used to improve capital assets. Advances made to a sub- 
sidiary corporation for experimental purposes are capital items. 
Dempster Mill Co. v, Burnet, 46 F. (2d) 604 (C. A. D. C. 1931). But 
in the familiar oil and gas lease transactions it is held that money 
received by an oil company from the sale of a share in the proceeds 
is capital only to the extent the money is used in drilling a particu- 
lar well, If the disposition of the funds is not proven they are held 
to constitute taxable income. 431 C. C. H. Standard Federal Tax 
Service { 51.465; Rogan v. Blue Ridge Oil Co., Ltd., 83 F. (2d) 420 
(C. C. A. 9th, 1936), cert. den., 299 U. S. 547 (1936); Transcalifornia 
Oil Co., Ltd., 37 B. T. A. 119. 

21 Profits recovered are of course income. See W. W. Sly Co., 24 
B. T. A. 65; Note (1935-6) 4 Geo. Wash. L. Rev. 157, 159. This is a 
corollary of the rule that where an award on account of the de- 
struction of property exceeds its cost or other basis, the difference 





is taxable as income. And see, Triplex Safety Glass Co. v. Pitts- 
burgh Plate Glass Co., 38 F. Supp. 639 (D. C. Dela. 1941). (Such 
profits are taxable although the infringer has already paid a tax 
on his income derived from the infringement). 

But where the taxpayer bought the patent and at the same 
time purchased the right to whatever damages might be received 
under a decree for an accounting which had been issued, the amount 
received for the infringement is not taxable income. Hyatt Roller 
Bearing Co. v. United States, 43 F. (2d) 1008 (Ct. Cl. 1930). 

2 Triplex Safety Glass Co. v. Latchum, 44 F. Supp. 436 (D. C. 
Dela, 1942), affirmed, per curiam, 131 F. (2d) 1023 (C. C. A. 3d, 
1942), The Tax Court apparently concurs: See Christensen v. Com- 
massioner, 33 B. T. A. 79 (1933); Rozensweig, 1 T. C. —, 433 C. C. H. 
Standard Federal Tax Service { 7044. 

23 Supra, n, 22. 

“4 ‘‘The payment of damages on account of patent infringement 
constitutes properly taxable income and is not the return of cap- 
ital’, Triplex Safety Glass Co. v. Latchum, 44 F. Supp. 437. 

2% United States v. Safety Car Heating & Lighting Co., 297 U. S. 
88 (1936). Here the Court expressly pointed out (pp. 97-8) that the 
case involved only a claim for profits as distinguished from dam- 
ages. And at page 98 it said: 

“This suit is not to be confused with one where the basis of the 
suit is an injury to capital, with the result that the recovery is 
never income... .”’ 

Central Railroad Co, v. Commissioner, 79 F, (2d) 697 (C. C. A, 3d, 
1935). This case is in no way relative. It involved the taxability of 
an amount received in settlement of a suit against a fiduciary be- 
cause of business operations adverse to the taxpayer. The recovery 
was held to be a ‘‘penalty’’ imposed on the faithless fiduciary, and 
not income. 

Commissioner v. 8, A. Woods Machine Co., 57 F. (2d) 635 (C. C. 
A. Ist, 1932), This case involved the taxability of funds received in 
settlement of a suit in which the decree had ordered a reference 
to ascertain profits and damages. The Court held that stock paid 
to the issuing corporation in the settlement was income, There was 
no discussion as to whether damages alone, as distinguished from 
profits, would constitute income. 

Note (1935-6) 4 Geo. Wash. L. Rev. 157, This is a comment on 
the Central Railroad case, supra, and the other decisions on the 
taxability of money received as the result of litigation. Its conclu- 
sions are as follows: 

p. 158. ‘‘In order to apply the Supreme Court’s definition of 
income in a case where the money or property was received follow- 
ing litigation, the basis of consideration must be the nature of the 
claim asserted in the action from which the item was realized... 

“If the taxpayer’s recovery on the original claim was on the 
theory of reparation for profits which it had been prevented from 
earning through use of its capital and/or labor, or the sale or con- 
version of assets, the value of the property or money received in 
settlement would be income.”’ 

p. 159. ‘‘A similar result obtains when, through an equity suit, 
an accounting is had of profits made by a patent infringer, W. W. 
Sly Mfg. Co., 24 B. T. A. 65 (1931). (Italics supplied.) . .. In 
general, it may be said that where the damages are compensatory 
of injuries . . . to capital in one of its forms, the damages are not 
taxable income.”’ 

The implications of the decisions and the Note are clear that 
where patent infringement has resulted in injury to the patents or 
to the patent owner’s business, the damages resulting would not 
constitute income. 
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Intangible Drilling Costs 


By JOHN W. BEVERIDGE 


of intangible drilling costs in connection with 

the drilling of oil and gas properties have 
recently been amended. An amendment to sec- 
tion 19.23(m)-16 of Regulations 103 was issued June 
15, 1943, as Treasury Decision No. 5267. This is 
printed in the Internal Revenue Bulletin for July 11, 
1943, at page 3. The amendment adds a new subsec- 
tion to the Regulations. The former regulations are 
made applicable only to taxable years beginning prior 
to January 1, 1943. The amendment adds a new sub- 
section which is applicable to taxable years beginning 
after December 31, 1942. The amendment follows 
generally the form of the former regulations but has 
certain important changes in substance. The amend- 
ment is designated as subsection (b) while the orig- 
inal regulations are designated as subsection (a). We 
shall first briefly review the regulations prior to the 
amendment. 


‘ke REGULATIONS relating to treatment 


The Regulations Prior to the Recent Amendment 


The regulations! provided that “all expenditures 
for wages, fuel, repairs, hauling, supplies, etc., inci- 
dent to and necessary for the production of oil or gas, 
may, at the option of the taxpayer, be deducted from 
gross income as an expense or charge to capital 
account.” 

The regulations gave these examples of items to 
which this option applies :— 

All amounts paid for labor, fuel, repairs, hauling or supplies 
which are used in clearing the ground, draining, road-making, 
surveying, geological work, construction of derricks, tanks, 
pipe lines, and other structures necessary for the drilling of 
wells and the production of oil and gas; and all amounts used 
in the drilling, shooting and cleaning of wells. 

The above items may be charged off as expense or 
capitalized. 

The following items must be charged off as expense 
and cannot be capitalized :-— 

(a) General overhead expense, taxes, and deprecia- 
tion on drilling equipment. (This applies even 
when incurred during the development of the 
property.) 

(b) Expenditures for labor, fuel, repairs, hauling, 
supplies, etc. in connection with the operation 
of the wells and other facilities on the prop- 
erty for the production of oil or gas, and equip- 
ment for treating and storing oil. (This refers, 
of course, to production expense after the drill- 
ing has been completed.) 





? Regulations 103, Section 19.23 (m)-16. 


The following items must be capitalized :— 


Expenditures for tangible property having a 
salvage value, such as derricks, drilling tools, 
casing, tubing, tanks, and boilers. 

Of course, if the taxpayer charges off the so-called 
intangible drilling costs as expense, he has recovered 
them at once.? If he elects to capitalize them, he must 
recover them through depletion or depreciation.’ 

If the taxpayer exercises his option to charge ex- 
penditures for clearing ground, draining, road-mak- 
ing, surveying, grading, drilling, shooting, and 
cleaning wells to capital account, these expenditures 
are returnable through depletion insofar as they are 
not represented by physical property. 

But, insofar as such expenditures are represented 
by physical property, they are returnable through 
depreciation. Such expenditures are amounts paid 
for wages, fuel, repairs, hauling, supplies, etc., used 
in the installation of casing and equipment, and in 
the construction of derricks and other structures. 


The option is open to taxpayers who drill their own 
wells or have them drilled under contract by others. 
Where the wells are drilled under contract, and in- 
tangible drilling costs are capitalized, the costs will 
be classed as returnable through depletion or de- 
preciation upon the same basis as though the taxpayer 
had drilled the wells himself. 


The Court Decisions Under the Regulations 
A. Wells drilled by drilling contractors 


In Hughes Oil Company v. Bass,* the United States 
Circuit Court of Appeals for the Fifth Circuit upholds 
the action of the Commissioner in denying an operator 
the right to deduct intangible drilling costs on wells 
drilled under turnkey contracts. These contracts 
obligated the drilling contractor to furnish all der- 
ricks, all necessary drilling equipment, machinery, 
casing, cement, labor, fuel, and water and to do every- 
thing necessary to complete the wells. Judge Hutche- 
son reviews the reasons for requiring the operator to 
treat the entire cost of a well drilled under such a 
contract as a capital investment. He says that the 





2 Helvering v. Wilshire Oil Company, Inc., 308 U. S. 90; 60 S. Ct. 
18; held that when intangible drilling and development costs were 
deducted as expenses, that they must also be deducted in com- 
puting net income for the application of the limitation on per- 
centage depletion (50% of net income). 

3If a taxpayer who is using cost depletion elects to capitalize 
his intangible drilling costs, he may recover them as a part of 
his basis for depletion purposes, But if he is using percentage 
depletion which is based upon gross income, there is no reason 
for capitalizing intangible drilling costs. 

462 Fed. (2d) 176, CCA 5th 1932, cert. denied 289 U. S. 726. See 
also Grison Oil Corporation v. Commissioner, 96 Fed, (2d) 125, 
CCA 10th 1938, cert. denied 305 U. S. 613; and T. K. Harris Co. 
v. Commissioner, 112 Fed. (2d) 76, CCA 6th 1940. 





Mr. Beveridge is an attorney in Borger, Texas, and 
Assistant United States Attorney at Fort Worth. He 
now specializes in oil and gas law and tax law. 
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ruling made by the Commissioner that the agquisition 
of a producing well, having a useful life beyond the 
taxable year, increases the invested capital of the pur- 
chaser by the extent of the price paid is “in accord 
with practice, principle, and authority.” , 

However, if the drilling contracts are not true turn- 
key contracts, the lease operator may deduct intangi- 
ble drilling costs. 


In Commissioner v. Ambrose,® a cost plus drilling 
contract was involved, and the court held that as to 
such contracts the regulations permitted the deduc- 
tion of intangible drilling costs as expenses. Here 
the intangible drilling costs “were susceptible of iden- 
tification, calculation, and allocation by the taxpayer. 

and were in principle indistinguishable from 
similar costs incurred by a lease operator drilling his 
own well.” 


In Retsal Drilling Company v. Commissioner,’ the 
drilling contractor was obligated to drill the well, 
furnish the drilling rig and machinery, labor and in- 
surance, casing, tubing, cement, derricks and slush pits 
for a consideration of $6500 for the equipment and 
$0000 for the labor, insurance drilling expenses, etc. 
The court holds that the operator may deduct in- 
tangible drilling costs under these contracts.’ 


Judge Hutcheson says: 


“Both in tax decisions and in those arising under general 
law, a turn key job has a fixed and definite meaning in the 
industry. On such a job ‘the driller of an oil well undertakes 
to furnish everything and does all of the work required to 
complete the well, place it on production, and turn it over 
ready to ‘turn the key’ and start the oil running into the 
tanks. In the tax decisions which have held amounts paid 
to contractors for a completed well to be delivered under 
turn key contracts, not to be within the option, nothing was 
said about the relationship between the taxpayer and the 
contractor, whether it was an employer and employee or an 
independent contractor relationship. The dominant idea in 
those decisions was not legal relationship at all, it was that 
what was in question there was not an expenditure in doing 
oil drilling and development but a purchase of a capital asset, 
a completed well. Here the Board, by a false analogy, makes 
dominant the idea of the relationship between the owner 
and the one doing the work of drilling and equipping. We 
think it clear that this will not do and that as a matter of act 
and law, it is immaterial whether drilling and equipment costs, 
so long as they are such costs, and not the purchase price 
of a completed well, as in turn key contracts, are incurred and 
paid on force account, on footage or cost plus contracts, or 
on contracts with an independent contractor for a lump sum.” 


B. Wells drilled as consideration for the 
assignment of a lease 
State Consolidated Oil Company v. Commissioner * 
held that the option to deduct intangible drilling costs 


5127 Fed. (2d) 47, CCA 5th 1942. 

® 127 Fed, (2d) 355, CCA 5th 1942. 

*As a result of these decisions G. C. M. 23243 was issued. See 
C. B. 1942-1, page 78. This ruling revoked G. C. M. 23043 and 
held that payments representing intangible drilling and develop- 
ment costs made by operators of oil and gas properties which 
are not true turn key contracts are within the option and are 
deductible as business expense. 

866 Fed. (2d) 648, CCA 9th 1933, cert, denied 290 U. S. 704. 
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as expenses applied only to wells drilled on a lease 
in which the taxpayer owned an interest, and where a 
contract is made by the owner of an oil lease for the 
assignment of an interest in the lease in considera- 
tion of the drilling of a well, that drilling expenditures 
made by the assignee are not deductible as expenses, 
but should be capitalized. This rule is to be followed 
whether the assignment is made prior or subsequent 
to the drilling of the well.® 


This rule was followed in Hardesty v. Commis- 
sioner,'® and it was there held that the wells were 
drilled as consideration for the assignment of an 
undivided interest in the leases and, therefore, the 
drilling costs are not deductible under the regulations 
but must be treated as a capital expenditure. Judge 
Hutcheson dissents for he says that the contracts in- 
volved show that the wells were not drilled as con- 
sideration for the assignment; he says that the drilling 
here was done, not as consideration for the purchase 
of the leases, but in furtherance of the development 
of the leases. The case illustrates the difficulty of de- 
ciding whether or not a particular well is drilled as 
consideration for the assignment.” 


Hunt v. Commissioner ** came before the same court 
a year later. The court held that the wells were drilled 
as consideration for the assignments and the cost of 
drilling must be treated as a capital expenditure. 


The concurring opinion of Judge Sibley requires 
special attention. With characteristic acumen Judge 
Sibley analyzes the reasons upon which the regula- 
tions relating to intangible drilling costs are based. 


Judge Sibley has the following criticism to make 


of the Regulations relating to the deduction of intangi- 
ble drilling costs: 


1. He does not see that the statute authorizes an 
option to be given to anyone to treat what is actually 
a capital expenditure as an expense. He says that 
Section 24(a)(2) of the Internal Revenue Code ex- 
pressly prohibits such a deduction. 


*See also U. 8. v. Sentinel Oil Company, 109 Fed. (2d) 854, 
CCA 9th 1940, cert. denied 310 U. S. 645. See also C. B. 1940-2, 
page 216. 


127 Fed. (2d) 843, CCA Sth 1942. See also Commissioner v. 
Rowan Drilling Company, 130 Fed. (2d) 62, CCA Sth. 


The Revenue Agents have been following Hardesty v. Com- 
missioner and have been requiring the capitalization of all costs 
of wells drilled in consideration for a lease. There has been some 
confusion as to what wells have actually been drilled as considera- 
tion for a lease. The difficulty of deciding this question is illus- 
trated by the differences of opinion among the judges hearing 
the Hardesty case. Judge Hutcheson there thought that the drill- 
ing was done not in consideration of the purchase of the lease, 
but in furtherance of the development of the lease. For a dis- 
cussion of consideration in oil and gas leases see Summers, Oil and 
Gas Law permanent edition, sec, 232 through 244. See also article 
by Walker referring to the Texas cases only in Texas Law Review 
for December, 1928, page 1. Any study of consideration in oil and 
gas leases must be founded, of course, upon a thorough under- 
standing of the subject of consideration in the law of contracts 
generally. See Williston on Contracts, revised edition, Chapter VI. 

122135 Fed. (2d) 697, CCA Sth 1943. (Note that two wells were 


drilled on leases the taxpayer already owned and so the option 
to expense these drilling costs is available.) 
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2. He approves the rule that one who drills a well 
as consideration for an assignment of a lease is making 
a capital investment and cannot deduct intangible 
drilling costs as expenses. 


3. He says that if a lessee drills a well because he 
must drill to prevent loss of his lease by condition 
subsequent or breach of warranty to drill, he is allowed 
the expense option under the Regulations. However, 
he seems to disapprove this rule because hé says there 
is no sense in saying that one-half the cost of a well 
(the intangible drilling costs) is expense and the other 
half is capital expenditure. It is all capital expendi- 
ture; but the Regulations give the option and, if they 
give it to one to encourage drilling, they should give 
it to all who risk their money in drilling oil wells, if 
the Regulations are intended to encourage drilling 
and are valid. 


4. Judge Sibley says that the Hardesty case is cor- 
rectly decided. (There the court refused to give the 
option where the well was drilled as consideration for 
the lease.) But Judge Sibley says that the Hardesty 
case is in the teeth of the regulations. His reason for 
this statement apparently is that the regulations, ac- 
cording to their broad language, give the option to 
any taxpayer. 

When an administrative official faces the problem 
of deciding whether or not a well is drilled. as con- 
sideration for a lease, he will find that in many in- 
stances he has undertaken a difficult legal problem. 
Some officials, of course, will not even be conscious 
of the existence of the problem. 

In the great majority of instances, even express 
covenants to drill contained in the original lease are 
not the actual consideration for the lease. However. 
where a lease is already in existence, it is common for 
the assignee to agree to drill a well in exchange for 
the assignment for the lease. 

In most leases the drilling obligations are in the 
nature of a condition subsequent or limitation upon 
the estate. A person who is granted an estate on 
condition subsequent has an estate in the land which 
may terminate on breach of the condition, but until 
a breach occurs, he has the same rights and powers in 
connection with the estate as though the condition 
did not exist. 

An oil and gas lease is a many-sided instrument. 
It usually contains an express obligation to drill or 
pay rental; and there is also, of course, the obligation 
to-drill-and secure production before the end of the 
primary term to prevent the expiration of the lease 
by its own terms. , 

There is also the implied obligation to develop 
wells reasonably and the implied obligation to protect 


against drainage by drilling offset wells. Some leases 
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contain express covenants that a certain number of 
wells will be accepted as reasonable development. 
Is it correct to hold that wells drilled to fulfill such 
obligations must be capitalized because they are the 
consideration for the lease? Does the mere fact that 
the implied obligation has been reduced to definite 
and certain terms make these wells consideration for 
the lease?» In some instances, more wells would have 
been required under the implied obligation to develop 
than are required by express stipulation on the subject. 


The Amendment to the Regulations 
The first sentence of the amendment reads as 
follows: ™ 


“All expenditures made by an operator for wages, fuel, 
repairs, hauling, supplies, etc., incident to and necessary for 
the drilling of wells and the preparation of wells for the pro- 
duction of oil or gas, may, at the option of the operator, be 
deducted from gross income as an expense or charged to 
capital account.” 


It will be noted that this differs from the former 
regulation in that it refers to expenditures made by an 
operator. An operator is defined as one who holds a 
working or operating interest in any tract of land 
whether as a fee owner or under a lease or any form 
of contract granting working or operating rights in 
the development of oil and gas properties. 

If a person merely has a contract to drill a well, 
he has working or operating rights in the land. A 
contractor who agrees to drill a well in exchange for 
an undivided interest in a lease is classed as an 
operator, and may deduct intangible drilling costs 
even as to wells drilled as consideration for the assign- 
ment. The amendment expressly states: “included 
in this option are all costs of drilling and development 
undertaken (directly or through a contract) by an 
operator of an oil and gas property whether incurred 
by him prior or subsequent to the formal grant or 
assignment to him of operating rights (a leasehold 
interest, or other form of operating rights, or working 
interest) ; except that in any case where any drilling 
or development project is undertaken for the grant or 
assignment of a fraction of the operating rights, only 
that part of the costs thereof which is attributable to 
such fractional interest is within this option.” 


Summary 
The Regulations and decision prior to the Amendment. 
1. All intangible drilling costs could be deducted 
as expense according to a literal reading of the Regu- 
lations. (See Judge Sibley’s concurring opinion in 
Hunt v. Commissioner.’*) 
(Continued on page 621) 





13 Treasury Decision No. 5267, Internal Revenue Bulletin, July 
11; 1943, page 3. 
4135 Fed. (2d) 697. 
















































































































































































































































Federal Taxation of Insurance 


Companies and Their Problems 


By CHARLES W. TYE 


until the 1921 Act, insurance companies gen- 

erally—life, fire, casualty and marine—were 
taxed in substantially the same way as other types of 
corporations. With slight exception, their “gross in- 
come” included all that fell within the rather broad 
definition of that term as applied to all taxpayers; their 
deductions were the same as allowed other corpora- 
tions, except that, in addition, they were permitted to 
deduct (a) net additions required by law to be made 
to reserve funds during the taxable year, and (b) sum 
(other than dividends) paid within the taxable year on 
policy and annuity contracts. , 


H ISTORICALLY, under successive revenue acts 


In 1921, for the first time, special sections taxing 
insurance companies were enacted. Thus, at the present 
time insurance companies are not taxed under the gen- 
eral provisions of the Internal Revenue Code applicable 
to other corporations. The Congress realized that essen- 
tial accounting, reserve requirements and business 
differences made similar treatment next to impossible. 
In fact, within the insurance industry there is not uni- 
formity of tax treatment. Rather for normal and sur- 
tax purposes, insurance companies are divided into 
three separate and distinct groups. First, the life in- 
surance companies (both stock and mutual) which are 
taxable under Sections 201 to 203 of the Internal Rev- 
enue Code; second, the stock fire, surety, casualty and 
the mutual marine companies, taxable under Section 
204 of the Internal Revenue Code; and third, the 
mutual fire, surety and casualty companies (other than 
mutual marine companies), which, if not exempt under 
Section 101(11) of the Internal Revenue Code, are 
taxable under Section 207 of the Internal Revenue 
Code. These special code sections are intended to 
reflect taxable income in a manner consistent with 
existing insurance company accounting and reserve 
requirements. However, it should be observed that, 
with certain limitations, the general provisions of the 
Internal Revenue Code are also applicable to insur- 
ance companies to the extent they are not inconsistent 
with the special provisions. 

All of the insurance companies are subject to the 
excess profits tax, and, although there are certain spe- 
cial provisions in the excess profits tax law which are 
applicable only to insurance companies, generally the 
same provisions applicable to ordinary corporations 
are equally applicable to insurance companies. How- 
ever, insurance companies are still immune from the 
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capital stock tax and its complement the “declared 
value excess profits tax”, provided they establish their 
right to immunity to the satisfaction of the Commissioner. 


Treatment of Life Insurance Companies 


The life companies which qualify are taxable under 
Sections 201 to 203 of the Internal Revenue Code. 
Under Section 201 as amended by the Revenue Act of 
1942, to be taxed as a life insurance company, the life 
reserves plus unearned premiums and unpaid losses on 
noncancellable life, health, or accident policies not in- 
cluded in life insurance reserves, must comprise more 
than 50 per cent of the total reserves—namely, life 
insurance reserves, unearned premiums and unpaid 
losses not included in life insurance reserves, and all 
other insurance reserves required by law. The term 
“life insurance company” for this purpose means an 
insurance company which is engaged in the business 
of issuing life insurance and annuity contracts, or 
noncancellable policies of health and accident insur- 
ance. Unless the company qualifies under the forego- 
ing, it is not taxable under the special sections applicable 
to the life companies. 


The taxing provisions are contained in Sections 201, 
202 and 203 of the Internal Revenue Code. However, 
in order to properly visualize the present treatment 
accorded life companies, it seems advisable to briefly 
review the historical development of these Code pro- 
visions since a certain amount of confusion has always 
existed. Clarification of this confusion was first 
attempted in 1921 by taxing these companies on their 
net investment income only. But of this investment 
income a sum necessary to maintain reserves as re- 
quired by state insurance laws was made exempt from 
tax. This exemption, carved out of investment income 
was originally fixed at 4 per cent of the reserves re- 
quired by state laws. 


Provision was also made at that time for taxing the 
interest on government bonds held by the companies, 
since it was considered that the otherwise tax exempt 
feature of such government bonds was adequately cov- 
ered by the so-called reserve earnings deduction, whereby 
only the amount by which the 4 per cent of required 
reserves exceeded the otherwise tax exempt interest 
was deductible. However, subsequently the Supreme 
Court of the United States held that the device just 
mentioned was merely an indirect method of taxing 
exempt interest, and was therefore invalid. This re- 
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sulted in a double interest deduction. Attempts were 
made by the Congress from time to time to alter this 
very unique tax situation. The most that happened, 
however, was to provide for the use of a fixed rate of 
334 per cent of the required reserves in lieu of the 
former rate of 4 per cent. Congress under successive 
revenue acts did nothing to prevent the overlapping 
of the tax exempt interest deduction and the reserve 
earnings allowance. 


Accordingly, until the Revenue Act of 1942 was 
enacted, the life companies were favored with tax 
leniency. First, because of the allowance of such a 
liberal deduction of 334 per cent for earnings needed 
to maintain reserves, although the average rate of in- 
terest earned by all life insurance companies, is less 
than 314 per cent, and the average rate of interest 
assumed in computing reserves is approximately 3% 
per cent. Second, because in effect the companies were 
permitted a double deduction each year as to their 
tax-exempt interest. This was due to the fact that the 
total amount of tax-exempt interest was excluded from 
gross investment income, and the remaining taxable 
portion of such income was further reduced by the 
allowance (at 334 per cent) for earnings on reserves. 
Although a portion of the earnings on reserves is 
derived from tax-exempt interest, the full amount of 
such reserves earnings was allowable as a deduction 
from gross investment income. Consequently, that 
part of tax-exempt interest used to maintain reserves 
(which includes the bulk of tax-exempt interest) was 
deductible twice, once by the exclusion of tax-exempt 
interest from gross investment income, and a second 
time as a part of the reserve earnings deduction. The 
primary purpose of the amended provisions of the Rev- 
enue Act of 1942 was to avoid this duplication and 
substitute a new taxing formula. 


The Revenue Act of 1942 retained net investment 
income as the primary tax base. Premiums received 
and gains from the sale of capital assets are still not 
taxable. The basic changes, in arriving at the taxable 
income of life companies, relate to the computation of 
allowable deductions and credits. These changes are 
both interesting and unique in our already complicated 
system of income taxation. In order to arrive at an 
equitable solution of the amount which should be 
allowed as a deduction for the earnings needed to 
maintain the required reserves, the amended law pro- 
vides for a “reserve and other policy liability” credit 
in lieu of the old reserve earnings deduction, the 
deduction for interest paid and for deferred dividends. 
This new “reserve and other policy liability” credit is 
a flat percentage of net investment income after de- 
ducting tax-exempt interest. 

The percentage is determined on the basis of the 
aggregate deductions of all life companies for reserve 





FEDERAL TAXATION OF INSURANCE COMPANIES 








Mr. Tye will be remembered for 
his recent articles in the April and 
May issues of this Magazine—Fed- 
eral Taxation of Insurance Com- 
panies Other Than Life or Mutual. 
He is Tax Counsel and Head of the 
Tax Department of the Maryland 
Casualty Company, Baltimore, Mary- 
land. Recently Mr. Tye addressed 
the Institute on Federal Taxation in 
New York City, on this subject. 





earnings, deferred dividends, and interest paid. The 
same percentage is applicable to all companies, and is 
ascertained and announced for each taxable year by 
the Secretary of the Treasury, based on such data with 
respect to the life companies for the preceding year as 
the Secretary deems a representative average for the 
year involved. For example, the aggregate deductions 
of all companies under the formula for determining 
them under the amended law, equaled about 93 per 
cent of the aggregate net investment income after 
deducting tax-exempt interest for the year 1941. The 
net effect in 1942 of this computation based on a 93 per 
cent basis was to tax the life companies on a base 
equal to 7 per cent of their investment income, and this 
base will vary from year to year depending upon the 
percentage credit which will be proclaimed annually by 
the Secretary of the Treasury. 

In arriving at the stated percentage figure to be 
used by the companies each year “adjusted reserves” 
is an important element to be considered. As is gen- 
erally known, most reserve funds are computed by the 
life companies on the basis of a level net premium. 
However, some of the companies in the early stages of 
operations and many smaller companies, use some 
form of so-called preliminary term reserve method. 
Such a method requires lower reserves in the earlier 
years of the policy than does the level net premium 
method. Accordingly, in order to equalize the deter- 
mination of the reserve earnings deduction, the 
amended law permits an additional amount of 7 per 
cent of the reserves computed on such a preliminary 
term basis to be added in computing the “adjusted 
reserves.” The reserves earnings rate is also one of 
the elements used in arriving at the percentage. The 
rate under the new law is 3% per cent. It is deter- 
mined by the use of a formula which substitutes for 
the old interest rate of 334 per cent a weighted average 
of 3% per cent, and the actual rate of interest assumed 
by the companies in computing their reserves. The 
average is ascertained by giving a weight of 65 per cent 
to the 314 per cent and a weight of 35 per cent to the 
actual assumption rate. “Interest paid” is another ele- 
ment which is used in arriving at the figure to be 
proclaimed annually by the Secretary of the Treasury. 
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The primary tax effect of all this is the elimination 
of the double deduction for tax-exempt interest, and 
the reduction of the reserve earnings deduction. The 
application of the proclaimed percentage of net invest- 
ment income only after first deducting tax exempt in- 
terest eliminates this double deduction permitted under 
prior law, since it is no longer possible to include such 
interest twice in the computation of the reserve and 
other policy liability credit, once as interest paid, and 
again as a percentage of the mean of adjusted reserves. 

The tax itself is finally computed upon the “adjusted 
normal and surtax net income” which is the “normal 
and surtax net income” as generally defined for other 
corporations, less the “reserve and other policy liability 
credit”, and plus the “adjustment for certain reserves”. 
This “adjustment for certain reserves” applies only to 
a life company writing contracts other than life insur- 
ance or annuity policies—that is, those companies 
writing only cancellable health and accident contracts. 
Such companies are taxable only on their investment 
income but receive no allowance for interest on reserves. 
This is accomplished by adding to net income 3% 
per cent of the unearned premium and unpaid losses, 
this 314 per cent being equivalent to the amount that 
would otherwise be credited through the application 
of the percentage announced annually by the Secre- 
tary of the Treasury. A further limitation was im- 
posed on companies writing only cancellable health 
and accident policies in order to eliminate inequities 
among companies writing policies requiring unearned 
premiums of varying size by requiring that unearned 
premiums should be considered to be not less than 25 
per cent of the net premiums written during the tax- 
able year on such policies. 

Many complicated problems are presented by the 
revolutionary changes in the method of taxing the life 
companies. For example, the use of a stated percentage 
of the aggregate deductions for all companies will 
mean that some companies will pay more tax than they 
would otherwise pay on an individual exact computa- 
tion. In fact, it may mean that some companies will 
be required to pay regardless of their rate of profit or 
whether in fact there were true profits on an otherwise 
exact computation. To the extent the tax burden is 
spread in such a manner as to cause discrimination against 
some companies, legislative changes will have to be 
made to relieve the inequity. 

Also, the requirement that “life insurance reserves” 
must be based on recognized mortality or morbidity 
tables instead of experience tables presents certain 
initial administrative problems which necessarily arise 
when an established method is altered. This change is 
desirable, however, since it eliminates any possibility of 
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excluding reserves which are based on sound tables but 
which are not compiled from actual experience. 

The problem of “interest paid”, which is one of the 
elements used in arriving at the stated percentage pro- 
claimed annually by the Secretary of the Treasury, has 
finally been clarified. The problem under prior law 
was whether so-called excess interest dividends as 
well as guaranteed interest paid, within the taxable 
year on contracts which do not involve life, accident or 
health contingencies was includible in “interest paid”. 
A conflict existed as to whether the excess interest 
dividends was allowable as a deduction as interest or 
whether the capital sums on which such interest was 
paid came within the definition of reserves required 
by law, of which only a specified percentage could be 
deducted. 

For example, in Penn Mutual Life Insurance Com- 
pany v. Commissioner (92 F. (2d)), Equitable Life 
Assurance Society v. Commissioner (44 BTA 293 (No. 
53) ) and Commissioner v. Pan-American Life Insurance 
Company (111 F. (2d) 366), it was held that such cap- 
ital amounts are not reserve funds required by law and 
that only the guaranteed interest on contracts where 
the option was exercised by the beneficiary is de- 
ductible as interest. The excess interest dividends 
were considered in the nature of dividends in the first 
two cases since the companies were mutual. In Jeffer- 
son Standard Life Insurance Company (44 BTA 314 
(No. 54)) the same conclusions were reached as to the 
reserve funds and as to interest where the beneficiary 
and not the insured exercised the option. The excess 
interest dividends, however, were allowed as interest 
on the ground that since the company was a stock life 
insurance company there was no element of a divi- 
dend in the excess interest paid. Where the option 
was elected by the insured the entire payment was 
held to be a death benefit and not interest. 

The Revenue Act of 1942 altered this situation by 
providing that there should be no distinction based on 
the choosing of the method of payment, and that the 
full amount of interest paid instead of only the guar- 
anteed interest should be considered as interest paid. 
In other words, guaranteed interest where the insured 
elects the option and so-called excess interest dividends 
were both deemed to be in the nature of interest for 
purposes of taxation even though neither is strictly 
within the definition of interest. 

It is probably premature to attempt to predict with 
certainty just what effect these tax changes represent- 
ing increased income tax burdens will have. In the 
case of the stock life companies, it would seem that 
the rate of return or yield on investments will neces- 
sarily be diminished over a period of time. This may 
mean that premiums on new policies will have to be 
increased by reason of being computed on a lower 
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interest exemption. This is a problem which the stock 
companies will no doubt have to consider in the near 
future. As to the mutual companies, the problem 
would seem to be whether this increased tax burden and 
the reduction of the investment earning rate will fall 
on the policyholders or on the unapportioned surplus 
or both. However, it is quite likely that this increased 
tax burden will be shifted to new policyholders, and 
not materially affect unapportioned surplus. 


In computing the excess profits net income of life 
companies under the income credit method, the excess 
profits net income, computed in the same way as re- 
quired of other corporations, is multiplied by the pro- 
claimed percentage for the reserve and other liability 
credit. From this figure there is deducted 31% per cent 
of the unearned premiums and unpaid losses on con- 
tracts other than life or annuity contracts which are 
not included in life insurance reserves. However, there 
is no such adjustment required for the base years. 
Under the invested capital method there is deducted 
from normal tax net income 50 per cent of the excess of 
the product of the figure resulting from application of 
the percentage proclaimed by the Secretary of the Treas- 
ury and the excess profits net income computed in the 
regular manner without the percentage, over 3% per 
cent of the unearned premiums and unpaid losses on 
contracts other than life or annuity contracts which 
are not included in life insurance reserves. Also, where 
the invested capital method of credit is used, the com- 
panies may include as borrowed capital the mean of the 
pro rata unearned premiums at the beginning and end 
of the year, plus the mean of the amount of adjusted 
reserves, and the mean of reserves on insurance or 
annuity contracts which do not involve life, health, or 
accident contingencies. 


Treatment of Companies Other Than 
Life or Mutual 


Insurance companies “other than life or mutual (but 
including for the first time mutual marine companies) 
—that is the stock fire, casualty, surety and mutual 
marine companies—which are taxed more like other 
corporations than either the life or the mutual casualty 
companies, are taxable under Section 204 of the In- 
ternal Revenue Code. Under the provisions of Sec- 
tion 204 these insurance companies are taxed upon the 
combined gross amount earned during the taxable 
year from investment income and from underwriting 
income computed on the basis of the underwriting and 
investment exhibit of the annual statement approved 
by the National Convention of Insurance Commis- 
sioners; upon the gain during the taxable year from 
the sale or other disposition of property ; and upon all 
other items constituting gross income under Section 
22 of the Internal Revenue Code. 
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The determination of net investment income and 
underwriting income on an earned basis requires the 
application of a specific formula set forth in detail in 
Section 204(b)(2)(3)(4). Under this Code section 
“investment income” is defined as the gross amount of 
income earned during the taxable year from interest, 
dividends and rents, computed by adding to all inter- 
est, dividends and rents received during the taxable 
year the total of these items due and accrued at the 
end of the taxable year, and deducting from this total all 
interest dividends and rents due and accrued at the end 
of the preceding taxable year. Similarly, “underwrit- 
ing income” means premiums earned on insurance 
contracts during the taxable year, (less losses and 
expenses incurred) computed by deducting from gross 
premiums written the sum of return premiums and 
premiums paid for reinsurance, and adding thereto 
unearned premiums on outstanding business at the 
end of the preceding taxable year and deducting un- 
earned premiums on outstanding business at the end 
of the taxable year. 


The only material change made in Section 204(b) 
by the Revenue Act of 1942 was the inclusion in un- 
earned premiums of life insurance reserves, as defined 
in Section 201(c)(2), pertaining to the life, burial, 
funeral or annuity business of an insurance company 
subject to tax under Section 204 and not qualifying as 
a life insurance company under Section 201(b) of the 
Internal Revenue Code. The Committee report indi- 
cates that this change, relating to the computation of 
premiums earned, was to permit a deduction for life 
insurance reserves for which the Company would re- 
ceive a policy and other liability credit under Sections 
202 and 203 of the Code, if it could qualify under Sec- 
tion 201 asa life insurance company. Thus, with minor 
technical conforming changes, and the inclusion under 
Section 204 of the mutual marine companies for the 
first time Sections 204(a) and (b) are substantially the 
same as the corresponding Sections of prior law. 

With respect to the gross income of these stock 
casualty companies the new regulations presumptively 
adopt the underwriting and investment exhibit of the 
annual statement approved by the National Conven- 
tion of Insurance Commissioners to the extent it is not 
inconsistent with the provisions of the Internal Rev- 
enue Code. The regulations provide, however, that 
gross income does not include the increase in liabilities 
during the year on account of reinsurance treaties, 
remittances from the home office of a foreign insurance 
company to the United States branch, borrowed money, 
or the gross increase due to the adjustments in book 
value of capital assets. Also, by reason of the defini- 
tion of investment income, miscellaneous items which 
are intended to reflect surplus but do not properly 

(Continued on page 614) 






























































































































































































































































USINESS men frequently argue that they take 
corporation income tax liability into account 
when costing, so that the tax is shifted for- 

ward into the price structure.! One of the few points 
on which fiscal economists are in agreement is that 
a corporation income tax, as a net business income 
tax, is a levy upon economic surplus, and can not be 
shifted forward to prices.2, Some slight qualification 
should be made to this generalization to cover the 
case of the tax acting as an inducement to imper- 
fectly competitive sellers to make price increases which 
would have been possible without the tax, but other- 
wise the generalization holds. 


In the long term, the. discriminations involved in 
the federal corporation income tax cause some shifts 
within the industrial and business structure. The tax 
also influences the distribution of the national income 
between saving and consumption expenditure. These 
considerations, however, do not modify the economists’ 
proposition that in general a corporation income tax 
does not affect prices. 


The Issue of Immediate Shifting 

The reasoning leading to the conclusion that a net 
business income tax is not shifted forward to prices 
differs according to whether effective or imperfectly 
competitive lines are under consideration. Both chains 


of reasoning, however, lead to the same conclusion 
of non-shifting. 


Effective Competition 


In lines of business where competition is effective, 
profits in relation to capital vary from minus (losses) 
to substantial plus proportions. With costs generally, 
though not invariably, bearing a loose inverse rela- 
tionship to profits, there is likely to be an even wider 


‘Typical examples of this line of reasoning are found in the 
following sources: Committee on National Debt and Taxation, 
Minutes of Evidence (1927), Vol. I, pp. 93, 290-291, Vol. II, p. 517; 
Senate Finance Committee, Hearings on H. R. 7378, 8/12/42. 


2 The following authorities state this conclusion: A. G. Buehler, 
Public Finance (2nd ed., 1940), pp. 357-358; Committee on National 
Debt and Taxation, Report (1927), pp. 114, 118-119; H. Dalton, 
Principles of Public Finance (Sth ed., 1929), pp. 82-84; C. J. Hyn- 
ning, Taxation of Corporate Enterprise, Temporary National Eco- 
nomic Committee, Monograph No. 9 (1941), p. 3; H. L. Lutz. 
Public Finance (3rd ed., 1936), p. 402; National Industrial Confer- 
ence Board, The Shifting and Effects of the Federal Corporation 
Income Tax (1928), Vol. I, pp. 137-138; E. R. A, Seligman, ‘‘Income 
Taxes and the Price Level.’’ Proceedings of the Academy of Po- 
litical Science, May, 1924, Vol. XI, No. 1, pp. 11-15; F. Shirras, 
Science of Public Finance (3rd ed., 1936), p. 375; H. A. Silverman, 
Taxation: Its Incidence and Effects (1931), pp. 140, 142-143; J, B. 
Williams, The Theory of Investment Value (1938), p. 214. 
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range of profit-to-cost ratios. A proportional tax based 
on business profit will result, for such lines, in a sim- 
ilarly wide range of tax-to-cost ratios. There is thus 
lacking, for a business income tax, any element of 
uniformity in tax-to-cost ratios that would permit of 
general shifting. 

Furthermore, it is the higher-cost marginal pro- 
ducers—those that must be considered the effective 
price-determining group for a competitive line—who 
pay little or no tax. They have no tax, or practically 
no tax, to count as a cost and add to their prices. 
Individual infra-marginal competitors who pay a tax 
on their profits might endeavor to add the tax to their 
prices, but by the definition of an effectively com- 
petitive line, such a disparity in prices could not 
endure. Market competition would force these infra- 
marginal sellers to return their prices to the level 
established by their marginal competitors. 

Another line of argument, starting with a different 
statement of premises, leads to the same conclusion 
of the non-shiftability of a business income tax apply- 
ing to an effectively competitive line. In such a line, 
the profits of the infra-marginal sellers may be viewed 
as “efficiency rents.” These rents, like all other rents, 
are the passive consequence of prices, and can not 
be active components of price determination. These 
“efficiency rents” may be reduced to any extent by 
taxation, without influencing the prices that deter- 
mine them. | 

In a temporary sellers’ market, price competition 
tends to break down, even in lines that are normally 
effectively competitive. If a new business income tax 
is levied at such a time, or if the rate of an existing 
one is increased, some sellers who otherwise would 
have maintained their price schedules, may be in- 
duced to raise their prices to cover their increased 
tax liability, and may maintain this increase for a 
time without suffering competitive disadvantage. 
Such “induced” price increases can be considered a 
short-term shifting of the tax. The possibility of 
“induced” shifting of a business income tax in normally 
competitive lines is a special case of the “induced” 
shifting that may occur generally under conditions 
of imperfect competition,? discussed below. 


3 Consideration has been given to this topic by the following 
studies: Committee on National Debt and Taxation, Report, pp. 
116-117; D. Friday, ‘Shifting of Income and Profits Taxes,’’ in 
Mills & Starr, Readings in Public Finance and Taxation (1932), 
p. 495; W. J. Shultz, American Public Finance (3rd ed., 1942), 
p. 254; Silverman, op. cit., pp. 146-147, 
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Imperfect Competition 


Possibility of shifting a business income tax paid 
by sellers in an imperfectly competitive or monopo- 
listic line is determined generally by derivatives of 
the theory of monopoly pricing. The demand and 
unit cost functions for a monopolized commodity 
establish an optimum price for it which yields the 
maximum profit to the monopolist. Any factor that 
changes either demand or unit costs will change the 
optimum price. But a business profits tax does not, 
through its imposition, influence demand; and though 
a monopolist may choose to view such a tax as a cost, 
no system of arithmetic will enable him to apportion 
it aS a consistent unit cost item. If charged price 
already coincides with optimum price, any variation 
of charged price to accommodate the tax will end its 
identity with optimum price and so reduce profits. 
Reduction of profits will reduce the tax, it is true, 
but at the expense of reducing net profits after taxa- 
tion, which would defeat the intent of the monopolist. 


The same conclusion is reached if monopoly profit 
is interpreted as a quasi-rent, determined by but not 
affecting price. Reduction of such a quasi-rent can 
have no influence on price. 


An important qualification of this generalization 
about the non-influence of a business profits tax on 
monopoly and other imperfectly competitive prices 
must be noted. Monopoly or imperfectly competitive 
pricing is done, not on the basis of an actual demand 
function for the monopoly commodity, but on an 
anticipation or assumption of such demand.* To the 
extent that this anticipation may be in error as com- 
pared with the actual demand function for the com- 
modity, a monopoly price may be established which 
may continue for an indefinite period out of line— 
either higher or lower—with the true optimum price. 
If the charged price is lower than the optimum price, 
the monopolist may upon any extraneous inducement 
increase the charged price with no sacrifice of his 
profit. Imposition of a business profits tax, or an 
increase in the tax rate, combined with the prevalent 
business man’s conviction that an income tax is and 
should be shifted, may constitute such an extraneous 
inducement to raise prices. We might coin the term 
“induced shifting” for this effect of the tax. The tax 
is the proximate factor, though not the economic 
cause, of the price increase. 


“Induced shifting” of a business profits tax on 
imperfectly competitive sellers can operate only on 
the occasion of the imposition of a new business profits 
tax, or an increase in the rates of an existing one. It 
is more likely to occur in a period of rising prices and 
expanding business activity than in a period of de- 





*See Sidney Weintraub, ‘‘Monopoly Equilibrium and Anticipated 
Demand,”’ Journal of Political Economy, June, 1942, pp. 427-434. 
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cline. When it occurs, however, it is likely to be only 
a temporary phenomenon. In a dynamic economy, 
new divergencies develop in short order between 
monopolists’ assumption of the demand function and 
the actual demand for their products. And extraneous 
factors of all kinds are constantly intervening to 
produce readjustments of imperfectly competitive 
prices toward or away from their optimum levels. 
Any initial “induced shifting” of a business profits 
tax is soon lost in the succession of price readjust- 
ments. 


Public Service Enterprises 5 


During the 1920’s, some state public service com- 
missions allowed federal income tax payments as a 
cost element in determination of public service enter- 
prise rates. No recent survey of commission policy 
on this point has been made. Possibly this policy of 
“costing” the federal income tax has been abandoned ; 
possibly some commissions continue it. If it is still 
in effect in any states, this possibility opens the door 
to some shifting of the tax. But at most it is a very 
imperfect shifting, since rate readjustments by the 
state commissions would tend to lag substantially 
behind tax changes, and for some types of public 
service enterprises the tax element per unit of service 
charge is too small to be an effective rate determinant. 


The Federal Corporation Income Tax as a 
Partial Business Profits Tax 

The federal corporation income tax with its general 
flat rate over a brief initial progression, applies only 
to incorporated enterprises. Partnerships and pro- 
prietorships, which compete with incorporated enter- 
prises in many lines, pay a profits tax whose rate is 
determined by the progressive schedule of the per- 
sonal income tax. Because of the differences in rate 
schedules, small corporations are burdened more 
heavily than small unincorporated enterprises,’ while 
large corporations are burdened more lightly than 
unincorporated enterprises of corresponding size.® 

This difference in relative tax burdens as between 
corporations and unincorporated enterprises does not 
modify the conclusions stated previously as to the 
possibility of shifting the corporation tax. For many 





5 Consideration has been given to this topic by the following 
studies: H. L, Lutz, op. cit., p. 403; National Industrial Conference 
Board, op. cit., Vol. II, pp. 163-164. 

6 National Industrial Conference Board, op. cit., Vol. II, pp. 
84-86. 

7 Assuming that the proprietor of an unincorporated enterprise 
is married and has two children, and that a reasonable amount of 
the enterprise’s profit really represents management salary (which 
would be a deductible cost to the corporation), the break-even 
point for tax burden would be between $1,000.and $20,000 annual 
income under the 1942 tax law. 

8 This conclusion does not take account of the taxation of cor- 
porate dividends to the recipients. As a consequence of this double 
taxation of such part of corporate income as reappears as dividends, 
the income tax burden on corporate income is generally heavier 
for all sizes of enterprise than the tax burden on the income of 
unincorporated concerns of corresponding size. 
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lines of business, the price-determining group of 
marginal producers is found in the dominant incor- 
porated group rather than in the scattered fringe of 
unincorporated concerns; and the marginal corpora- 
tions have no corporation tax to pay. If the price- 
determining marginal group for any line is found 
among the unincorporated concerns, they too are 
equally free of personal income tax liability. 


Other Effects 


The federal corporation income tax does not im- 
pose a uniform burden upon all business enterprises. 
The very nature of the tax involves two fundamental 
discriminations—as between incorporated and unin- 
corporated business enterprises, and as between 
relatively stable enterprises and those involving con- 
siderable risk. Furthermore, particular provisions of 
the tax discriminate further among particular classes 
of enterprises. Each of these discriminations exer- 
cises some regulatory effect, so that the tax is far 


from being “neutral” towards the American business 
structure. 


Discrimination Between Incorporated and 
Unincorporated Enterprises 


Were reduced rates for corporations with incomes 
under $25,000 not in effect, the “break-even” income 
level for corporation and personal income tax burdens 
upon business income would be around $30,000. The 
lower rates for corporations with incomes under 
$25,000 under the 1942 tax law bring the “break-even” 
income level between $15,000 and $20,000. 

Sut this “break-even” level analysis of the relative 
burden of the two taxes omits two important con- 
siderations. First a major fraction of the income from 
unincorporated business is received by individuals 
with incomes under the “break-even” level,® and so 
is subject to personal income tax rates lower than 
those of the corporation tax.’® Second, a considerable 
part of corporation income is taxed a second time 
when it is received by individuals and holding cor- 
porations as dividends.*! When both of these factors 
are taken into consideration, the tax burden on cor- 
poration income is seen to be several times higher 
than that on the income of unincorporated concerns. 





®In 1938, 91 per cent of reported business and partnership income 
was received by individuals with less than $20,000 income. 

’” According to calculations based on data from the 1938 Statistics 
of Income, the average personal income tax burden on the income 
of unincorporated enterprises was 3.5 per cent (an underestimate, 
since more business losses than business gains probably went 
unreported by individuals who did not have to file tax returns), 


whereas the corporation tax burden on corporate income was 23.2 
per cent. 


™ On the basis of calculations from data in the 1938 Statistics of 
Income, $280,700,000 personal income tax was paid on dividends 
received in 1938, in addition to the $853,578,000 corporation income 
tax paid for that year. This increased the federal- income tax 
burden on corporation. net income for-all corporations from 23.2 to 


30.1 per cent, and for corporations reporting income from 13.1 to 
17.2 per cent, 
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The distribution of this additional dividend tax 
burden on corporate income by corporate size groups 
depends upon two variables—the proportion of their 
incomes distributed by corporations of various sizes 
and circumstances, and the income classes of the 
recipients of these dividends. There is some indica- 
tion that the larger corporations distribute a larger 
proportion of their income as dividends,’ thus lead- 
ing to a presumption of some progression in the divi- 
dend tax burden from this cause. There is also some 
indication that the larger the size of a corporation, 
the more likely are its dividends to be received by 
individuals in the higher income classes, and hence 
to bear a heavier dividend tax burden. Neither of 
these tendencies is sufficiently definite to permit the 
calculation of a schedule of dividend tax burden by 
corporate income or size classes, and superimpose it 
upon the corporation tax burden calculated for such 
classes, so as to obtain the combined income tax 


burden distribution for corporations by size or income 
classes. 


While no quantitative distribution of the income 
tax burden on corporate income can be made, there 
is warrant for the general statement that the income 
tax burden on corporation income is roughly pro- 
gressive, even for corporations with incomes over 
$25,000 to which the flat top rate of the corporation 
income tax applies. In view of this progression, and 
the added burden of the dividend tax, it is probable 
that the income tax burden on corporations is higher 
than that on unincorporated concerns of comparable 
size, not merely below the nominal “break-even” 
level, but throughout the entire range of business 
size. The high rates of the top income brackets, which 
would apply to business profit received by recipients 
of incomes in these brackets, do not seriously upset 
the above generalization, since the amount of income 
from unincorporated enterprises received by high- 
bracket individuals is trifling. Exceptions to this 
generalization would occur, of course, where corpora- 
tions with large incomes withheld all or a major part 
of their incomes from dividend distribution, but such 
instances are relatively rare. 


We have the conclusion, then, that the corporate 
and personal income taxes in combination discriminate 
against incorporated enterprises and in favor of unin- 
corporated concerns of comparable size. Does this 





2% In 1938 the proportions of corporate income distributed as 
dividends by corporations with net income of various: size classes 
were: 

Asset class Dividend distri- 


Asset class Dividend distri- 
(000 omitted) bution proportion 


(000 omitted) bution proportion 


Under$ 50 42.8% $ 1,000-$ 5,000 62.1% 
$ 50-$ 100 39.0 $ 5,000-$ 10,000 67.9 
$100-$ 250 44.5 $10,000-$ 50,000 74.3 
$250-$ 500 52.3 $50,000-$100,000 82.5 
$500-$1,000 54.0 over $100,000 86.2 


(Derived from Statistics of Income for 1938, Pt. II, pp. 150-151.) 
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discrimination exercise a regulatory tendency to dis- 
courage incorporation ? 


‘ ’ 


The answer must be “yes.” Any such discrimina- 
tion can not help but be a factor to be given due 
weight when the issue of incorporation arises. But 
other considerations are so much more important 
than this tax factor, that it is rarely likely to be a 
controlling circumstance. It is probably of most im- 
portance in the case of small enterprises. For them 
the tax discrimination against corporations is most 
substantial and this discrimination is added to the 
disadvantage of poorer credit rating upon incorpora- 
tion. For larger enterprises, the tax discrimination is 
an offset to the manifest advantages of incorporation ; 
usually these advantages far outweigh the tax dis- 
crimination, so that only occasionally may it actually 
prevent an incorporation that would otherwise take 
place. 


Risk Discrimination '% 


In risk lines of enterprise, the “jackpot” returns of 
the fortunate few are offset by the losses of the many. 
The corporation income tax—and in this respect the 
personal income tax to an even greater extent—taxes 
the extra large incomes of the concerns that receive 
these incomes, but makes no allowance for the losses 
of those that suffer the losses. “Prior year loss” 
deduction provisions would not be an amelioration for 
such lines, since for many there is never a subsequent 
income against which prior-year losses may be offset. 
The burden of the tax on average income for risk 
lines—the incomes of those concerns that receive 
“jackpot” profits minus the losses suffered by the 
others—is much higher than on lines where the pro- 
portion of losses is fewer. When “prior year loss” 
deductions are allowed, and where all or part of the 
losses sustained in any one year may be subse- 
quently offset against incomes received by the same 
firms in subsequent years, the discrimination against 
the risk lines is even greater, since many of the losers 
in such lines are never in a position to take advantage 
of the deduction, while a large proportion of any one 
year’s losers in stable lines can use the deduction in 
later years. 


These “windfall” incomes in risk lines are “quasi- 
rents” produced by lucky chance for the firms that 
receive them. Their reduction by taxation can have 
no effect on the productive efforts of those firms. But 
these “windfall” returns are also “jackpot” lures to 
the adventurers who provide new capital for further 
expansion of the line. By reducing the “jackpot” but 


leaving the risk unchanged, the corporation income 





13 Consideration has been given to this topic by the following 
studies: Twentieth Century Fund, Facing the Tax Problem (1937), 
p. 62; O. von Mering, The Shifting and Incidence of Taxation 
(1942), pp. 212-213. 
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tax discourages venture capital from entering the line, 
and diverts it to safer fields where the rewards are 
smaller—and the tax burden on the rewards is also 
smaller—but the risks are less. 


Unless compensatory provision is made by such 
arrangements as depletion allowances, the corpora- 
tion income tax consistently discriminates against risk 
enterprises and in favor of stable ones. The conse- 
quent shunting of capital flow from the former and 
to the latter must in time:have its effect upon the 
outputs of risk lines and of stable lines; the former 
never reach the volume that would otherwise have 
been achieved, the latter surpass what would have 
been their normal development. The price structure 
accommodates itself to this distortion of supply; prices 
for the products of the risk lines are higher in the 
long run, those for products of stable lines are lower, 
than otherwise would have been the case. 


Discrimination Against Lines with 
Fluctuating Profit '4 

When a corporation suffers losses in one year which 
it can not offset against taxable profits in a prior or 
subsequent year, the effective rate of the corporation 
income tax on its long-term net income must be 
higher than the statutory rate. For some lines of 
business, alternations of profit years and loss years 
are more common than for others. Service and finance 
corporations, and capital goods manufacturers gen- 
erally, are examples of lines with widely fluctuating 
returns. The long-term burden of a corporation in- 
come tax without a prior-year loss provision is neces- 
sarily heavier on such lines of business than on the 
others. In general small corporations, which experience 
relatively wider fluctuations of income than do large 
corporations, suffer more from this discrimination. 


This discrimination of the corporation tax against 
lines with fluctuating return must, in the long run, 
exert some influence on the flow of new capital into 
these lines as compared with the flow into the less 
burdened lines. Other factors influencing capital flow 
overshadow this tax effect, but it is not therefore to be 
ignored. It contributes its influence to expanded 
development of some fields of enterprise, to restricted 
development of others. Because of the definite dis- 
crimination against the highly variable capital goods 
industries, this feature of the corporation income tax 
may, upon Keynsian premises, exercise a dispropor- 
tionate depressive influence upon business activity 
generally. 

(Continued on page 625) 


“ Consideration has been given to this topic by the followirg 
studies: J. K. Butters, Federal Taxation of Corporate Profits (un- 
published dissertation, 1941), Ch. II; Hansen, op. cit., pp. 394-395; 
Hynning, op. cit., p. 117; National Industrial Conference Board, 
Effects of Taxes upon Corporate Policy (1943). 























































































































































































































PART L 
SOME ASPECTS OF BRITISH TAXATION 
The Overall Burden 


N ASSESSING the burden of taxation in any 
| country, one basic question is: “How much of the 
National Income is absorbed in taxes?” While it 
may be relatively easy to assess the burden for any one 
country, it is admittedly difficult to make a comparison 
between countries, because of the variation in National 
Income and tax systems. An authoritative survey was, 
however, published in the Federal Reserve Bulletin of 
December, 1942 (pages 1192-6) which attempted to 
take all the relevant factors into account. This survey 
showed that in the fiscal year of 1942-3, taxes absorbed 
about 39% of the National Income in Canada, 37% in 
the United Kingdom, and 25% in the United States. 
Details of the figures given in this survey are set out 
in Table I, on page 604. (The 1943 Budget White 
Paper showed that in 1942, 38% of private income was 
devoted to taxation, as compared with 24% in 1938.) 
In presenting these “percentages”, there is no sug- 
gestion whatever that they should be equal, or that 
they are, by themselves, a criterion of a country’s war 
effort. Different countries inevitably mobilize their 
resources for war in different ways, and some of the 
factors making for difference are discussed briefly 
below. This summary is concerned only in analyzing 
the burden of taxes in Britain, and to consider the addi- 
tional burdens that are borne—through payment simi- 
lar to taxes, through drawing on capital at home and 
abroad, and through wartime scarcity. This analysis 
will indicate that the overall financial burden in Brit- 
ain is very close to the maximum possible. 


Increased Spending Power 


The result of full employment and long hours in 
3ritain is greatly increased spending power. Out of 
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33,000,000 persons aged 14-65, 23,500,000 (i.e., more 
than 2 out of every 3) are now engaged in full-time 
work for the nation, apart from 600,000 working part- 
time in industry. Less than 3,000,000 including children, 
the sick, crippled, and aged, are not engaged in some 
form of national service. Unemployment (which was 
as high as 1,518,896 in January, 1940) has virtually 
disappeared. Not only have millions been drawn into 
work through the war, but most work long hours. 
Many have worked 70-80 hours a week, and the aver- 
age today in many industries is 56 hours. 

The Net National Income rose by 64% between 
1938 and 1942. The following table shows that the 
greatest increase (nearly 100%) occurred to the wage- 
earning group: 


ESTIMATE OF NET NATIONAL INCOME 
IN BRITAIN 
(In $ millions) 











1938 1940 1941 1942 

Rent of Land and Buildings... $1,524 $1,556 $1,540 $1,536 

Profits and Interest.......... 4,964 6,496 7,704 8,732 
Civilian Salaries and Pay of Offi- 

cers in H. M. Forces ....... 4,324 5,152 5,352 5,632 
Civilian Wages and Pay of 

Other Ranks ...... ..... 47,148 9,700 11,880 13,636 














Net National Income 


$17,960 $22,904 $26,476 $29,536 


Various breakdowns which have been given illus- 
trate in more detail the great expansion of lower 
bracket incomes. One estimate, given in July, 1942, 
showed that the number of individuals earning 
$500-$2,000 a year rose from 9,000,000 in 1938-39 to 
12,700,000 in 1941-42. A later estimate, given in the 
Budget White Paper in April, 1943, gave even larger 
figures for 1941-42 wage-earners, and showed that 
there had been a remarkable increase even between 
1940-41 and 1941-42. The figures given in the White 
Paper are as follows: 
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INCREASE IN GROSS INCOMES, 1941-1942 


Aggregate Gross 
Income 
(In $ millions) 
1940-41 1941-42 


a ee ee $13,312 $13,592 
. 3,295,000 4,450,000 4,276 5,960 


Number of Incomes 


1940-41 1941-42 


RKange of Gross 
Income 


Under $1,000 ..... 
$1,000-$2,000 


2,000- 4,000 ..... ... 770,000 1,050,000 2,064 2,740 
4:000- $000 ....,.... 250,000 285,000 1,380 1,600 
8,000-40,000 ......... 97,000 97,000 1,440 1,440 
40,000- and over ... . 8,000 8,000 680 680 





British Taxation Policy 


In Britain, taxation policy is integrated to the gen- 
eral policy of controlling spending power and pre- 
venting inflation. The objective of the Treasury is to 
absorb as much as can possibly be absorbed through 
taxation, and, after taxation, through war savings. In 
addition, spending power is restricted through the 
severe rationing of most essential goods and the drastic 
limitation of most other civilian goods. 


The manufacture and supply of civilian goods has 
been drastically curtailed in Britain. Raw materials, 
labor, factory space, machines, and imports are all 
controlled by the Government and directed into war 
production. The manufacture of unessential goods has 
practically ceased; essential civilian goods are manu- 
factured only to fill essential needs, according to quotas 
determined by the Government. A typical instance of 
the development of this program has been the intro- 
duction of Limitation of Supplies Orders. When first 
introduced in June, 1940, they set an upper limit of 
66.6% to the proportion (by value in most cases) of a 
very large range of civilian goods which could be sup- 
plied to retailers. The proportion has since been re- 
duced to as low as 20% for some goods, and in some 
cases abolished altogether. The manufacture of civilian 
goods has been “concentrated” into a small number of 
plants to release labor and factory space. Standardized 
“Utility” goods are being increasingly made in a quan- 
tity to meet only the minimum civilian needs. 

Rationing (which now covers most foodstuffs, cloth- 
ing, and soap) and the limitations on supplies have 
restricted the possibilities of expenditure. The con- 
trol of prices has operated in the same direction. In 
April, 1941, the Chancellor of the Exchequer estimated 
that in 1941-42 persons would have incomes amount- 
ing (after the deduction of taxation and savings at the 
then current levels) to $2,000,000,000 in excess of the 
value of goods available for purchase. To prevent this 
excess of spendable money leading to inflation, he 
stated that the three main methods already adopted— 
taxation, rationing, and price control—would be greatly 
extended. But in July, 1941, it was emphasized in a 
White Paper (Cmd. 6294) that these policies would 
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be successful only if, at the same time, there were no 
further general increases in wage rates. 

From one point of view, the restrictions on the 
supply of civilian goods and services reduces the amount 
of money that can be collected in indirect taxes; but 
taking a broader view, it is obviously in the national 
interest in wartime that spending power should be 
“siphoned off” at the source, through direct taxation, 
thus encouraging the diversion of the national resources 
from civilian to war production. ; 


Taxation, Borrowing and Saving 


Both in the lower and higher income brackets, taxa- 
tion is taking close to the maximum possible in Britain. 
The number of income tax payers earning less than 
£250 ($1,000) a year rose from 1,750,000 in 1938-9 to 
6,300,000 in 1941-2 (see p. 606 Table VIII). As fer the 
higher income brackets, the Chancellor of the Ex- 
chequer has stated that if all income over £2,000 
($8,000) a year were taken by the Treasury, it would 
yield only £30,000,000 ($120,000,000) more than is being 
paid at present. An even more striking fact is that 
85% of net income (after payment of income taxes) is 
now in the hands of weekly wage-earners. For these 
reasons, when additional revenue was needed for the 
1943-4 Budget, it was held useless to raise existing 
Income Tax rates, and instead, indirect taxes were 
increased, though they were already very high. 

Figures illustrating the relative part played by taxa- 
tion and borrowing in financing the war were given by 
the Chancellor of the Exchequer on December 18, 1942. 
He stated that in the first three years of the war, 42% 
of Britain’s war bill was met from revenue, and that in 
the fourth year, the figure would rise to 50%. Taxa- 
tion, he said, was designed “to keep the amount of 
borrowing within reasonable bounds”, and whereas in 
the first two years of the war, Britain borrowed 60% 
of her total expenditure, in the third year, the figure 
was reduced to 52%. 

An instance of Britain’s success in absorbing, through 
war savings, any surplus spending power that still 
remains—and thus preventing inflation—is provided 
by the total of “small war savings” raised. Total war 
savings, which now amount to $21.3 billions (an aver- 
age of $452 per head of population), include contribu- 
tions by banks and insurance companies, but it is none 
the less an impressive figure for Britain. The addi- 
tional fact, however, that of this figure $7.9 billions 
(an average of $166 per head of population) was 
raised in “small savings”, and that one third of the 
population hold war savings certificates, indicates that 
“real saving” has been achieved, spreading right through 
the lower incomes out of the modest sums left to 
Britons when their taxes have been paid. 
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Additional Burdens in Britain 


In assessing the total financial bur- 
den in wartime Britain it is relevant 
also to consider additional financial 
burdens some of which are of the 
exact nature of taxes, and others which, 
though not met out of current income, 
are of great importance as a burden 
whose effects will reach far into the 
future. The current burdens that are 
met out of income include such items 
as compulsory social insurance pay- 
ments made by workers and employ- 
ers and compulsory payments covering 
all business property and a large pro- 
portion of private property for insur- 
ance against war risk and war damage. 
In view of the very heavy damage to 
sritain and of the serious losses to 
British supplies at sea, these “insur- 
ance” payments are far more severe 
than normal insurance, and are thus an 
additional war burden. 


Other types of financial burden in- 
clude the serious depletion of Britain’s 
capital resources both at home and 
abroad. At home, whereas 12.7% of 
Britain’s “gross national income” went 
to the maintenance and increase of 
capital in 1938, in 1942 far from in- 
creasing or even maintaining its exist- 
ing capital, “disinvestment” took place 
to the extent of 4.5% of the pre-war 
gross national product (see Table XI 
on page 607). 

With regard to Britain’s resources 
abroad, not only has Britain been 
forced to spend about £1 billion ($4 
billion) of her foreign investments, 
and almost all of her pre-war gold and 
dollar balances totalling nearly $2™% 
billion—which is serious enough—but 
her position has, in addition, been 
worsened by other factors. A large 
proportion of her remaining invest- 
ments (for example, in tin and rubber) 
now yield nothing and may long re- 
main below their pre-war value. 
Moreover, Britain’s short-term external 


indebtedness has been growing rapidly, and is likely 
to continue to grow both within the Empire and with 


other countries. 


It is sometimes pointed out that though Britain’s 
Income Tax and Surtax are at a very severe rate, 








TABLE 1 


Estimated Tax Receipts and the National Income in the United States, 
Canada, and the United Kingdom, fiscal year 1942-43 


(In U. S. $ millions) 
S.A. Britain Canada 





National Income weaeeees SOQOGO $28,000 $6,400 
Total Taxes tsa CLO 10,300 2,500 
Taxes as Percentage of National Income 24.5 36.8 39.1 
(i) Collection of Taxes 
Central Government Taxes $21,800 $9,400 $2,000 
Other Government Taxes 10,000 900 500 
(ii) Breakdown of Taxes 
Personal Income Taxes 8,200 4,000 500 
Business Income Taxes. . 8,600 1,700 700 
Property Taxes ....... 4,700 900 200 
Excise and Miscellaneous Taxes 10,300 3,700 1,100 


The figures given in Table I are taken from “Federal Reserve 
Bulletin,’ December, 1942, pages 1192-6. It is there stated that the 
National Income figure given for the United States is based on the 
Department of Commerce definition. If the British definition were used, 
the estimate would be $142 billions instead of $130 billions. 


TABLE II 


Proportion of Private Income (personal and impersonal) devoted to taxation 
in Britain, 1938, 1941, and 1942 


1938 1941 1942 
Private Income ; $28,552 $31,344 
Total Tax and similar Liabilities 4,668 10,152 11,824 
Percentage of Private Income devoted 
to taxation Sere 24% 36% 38% 


A series of figures for Britain alone is given in the White Paper 
“Analysis of the Sources of War Finance and an Estimate of the National 
Income and Expenditure in 1938, 1940, 1941 and 1942” (Cmd. 6438). The 
figures given from this paper in Table II show that 38% of private income 
(personal and impersonal) was devoted to taxation in 1942. 


TABLE III 


Gross National Income in Britain and the United States, 1938-9 and 1942, 
and per capita figures 


1938 1939 1942 

United States 

Gross National Income ($m). . $88,100 $133,200 

2 Ae bobeas $677 $1,000 
United Kingdom 

Gross National Income (£m).... £5,587 £6,700 

in ae a ) £119 £142 

Per Cotta ©)... .<c nn cc ceeccs $581 $568 
British Per Capita Income Compared with 

United States .. (about 85%) 56% 


In Table III an attempt is made to compare the Gross National 
Incomes of Britain and the United States in the years 1938-9 and 1942, 
and also to give the per capita figures. In any such comparison, the rate 
of exchange taken is all important. The free rate of $4.89 in 1938 may 
not have expressed the relative purchasing powers of the two currencies, 
and the wartime rate $4.03 is even less reliable. 


The figures are, there- 
fore, given with reserve. 
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Britons do not have to face certain other taxes which 
are current in other countries—for example, in the 
United States. The fact is that Britain has a great 
variety of indirect taxes, details of which are given 
in Tables V and VI, on pages 605 and 606. It is true 
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that the total yield of these taxes is a 
relatively smaller proportion of the 
tax burden in Britain than in the 
United States, but this is only because 
the British tax system concentrates on 
personal income taxes. When the 
overall picture of the tax burden is 
considered, it becomes clear immedi- 
ately that there are no “loop-holes” in 
sritain through which taxpayers may 
escape. 


Distribution of the Tax Burden 
in Britain 

Britain’s tax burden is distributed 
throughout the population, starting on 
very low incomes and rising steeply. 
A study, ‘The Burden of British Tax- 
ation,” recently published by the Na- 
tional Institute of Social and Economic 
Research, analyzes the burden of 
direct and indirect taxes on different 
income levels, and shows that, exclud- 
ing death duties, taxes on business 
profits, and local taxes on dwelling 
houses—all of which are difficult to 
allocate—a married man with two de- 
pendent children pays 22% in taxes 
out of an earned income of £200 ($800), 
40% out of an income of £1,000 
($4,000), and 91% out of £50,000 
($200,000). Details of these figures 
are given below (Table X, on page 
607). 


Purchasing Power and Net 
Incomes in Britain 

It is sometimes stated that even 
when taxes have been paid in Britain, 
the net income left is worth more than 
its equivalent in dollars at $4 to the £, 
so that the “burden” is not so great. 
An argument used to support this 
view is that the average wages and 
budget of a working-man in Britain 
are much lower than those of a work- 
ing-man, for example, in the United 
States. This fact, however, proves 
the very converse of what it is in- 
tended to prove. The working-man in 
Britain has a relatively lower living- 
standard and this has been reduced 
still further by wartime taxation and 
restrictions. Since there is, therefore, 
almost no margin for further restric- 
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TABLE IV 
Central and Local Government Taxes, 1938-43 
(In $ millions at £=$4) 
1938-9 1942-3 1943-4 * 

Central Government: 
Income Tax and Surtax . . » $1,592 $4,328 $5,020 
Excess Profits Tax and National De- 

fense Contribution .. .... ....... 88 1,510 2,000 
Indirect Taxes ..... Be ise Sched so Ce 3,540 3,902 
Other Revenue .... 540 552 572 


Total Revenue from Taxes ........ ... $3,584 $9,930 
Local Taxes (“Rates”) ... yeaa es 850 856 850 





































Total Government Taxes. . 


... $4,434 $10,786 






* Estimates. 


The figures in Table IV are taken from the Annual Financial State- 
ments of the British Treasury. 









































TABLE V 


Analysis of Taxes and Similar Liabilities in Britain 

(a) Income Tax.—The standard rate is 10s in the £ (i. e. 50%). Fora 
single man, Income Tax begins at $440 a year; for a married man, 
at $624. The first $660 of “taxable income” is taxed at 321%4%; the 
remainder at 50%. 

(b) Surtax—Surtax starts on all income over $8,000 per annum at 10%, 
rising to 4714% on all income over $80,000. Taking Income Tax and 
Surtax together, the rate rises from 60% to 97U%. 

(c) Estate Duty.—Rises from 1% on estate of $400 to 36% on $1,000,000. 
On $4,000,000 it is 52%; on $6,000,000, 58.5% ; on $8,000,000, 65%. 

(d) Excess Profits Tax.—100% of all profits above those made in the 
“standard year or years.” 20% is to be refunded after the war, but 
it will be subject to taxation as then current. At the present rate 
only 10% would be refunded. As an alternative, 5% of all profits 
must be paid (National Defense Contribution) if this would be 
greater than the yield of Excess Profits Tax. 

(e) Excise Duties.— 

e.g. Entertainments Duty: On a 28-cent seat at a cinema, 10 cents 
is tax; on a $1.10 seat, 41 cents is tax. 
Tobacco: 1 oz. tobacco sells at 45¢ of which 35¢ is tax; 
20 cigarettes at 47¢ of which 35c is tax. 
Wines and spirits: 1 bottle of whiskey sells at $5.00 of which 
$3.67 is tax. 
There are many other Excise Duties. 


(f) Purchase Tax.—On most articles (except food and “Utility” prod- 
ucts), there is a Purchase Tax either of 1624%, 33144%, 6624% or 
100% on the wholesale cost of the commodity. The 100% rate applies 
to “luxuries,” which include silk dresses, jewelry, fur coats, orna- 
ments, etc. 


(g) Stamp and other Inland Revenue Duties; Custom Duties; and Motor 
Vehicle Taxes. 


(h) Local Taxes (“Rates”).—Levied by local authorities on all occupied 
property, the taxes being used for local purposes. 


Social Security Payments—All manual workers, and non-manual 
workers earning up to £420 ($1,680) a year are obliged by law to 
make weekly payments to National Unemployment and: Health In- 
surance Funds. Employers contribute equal amounts. 


(;) War Damage and War Risk Premiums.—Contributions under the War 
Damage Act and under the Marine and Commodity War Risk Insur- 
ance Schemes. In view of Britain’s constant danger of air bombard- 
ment, and because of her dependence on overseas supplies, it is 
essential for the Government to aggregate the “risks” involved and 

assume them as a national burden. The premiums paid by individuals 

are a form of wartime taxation. 
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tion, the “burden” of taxes which he 
bears is about at its maximum. At 
higher levels of income, too, it is irrel- 
evant to consider the purchasing power 
of net income in terms of United 
States dollars since, for the most part, 
luxury goods and services on which a 
comparison could be made are not 
available at all in Britain. 


Business Taxes in Britain 

The system current in Britain for tax- 
ing business capital and profits is dif- 
ferent from that current in the United 
States. Comparisons are often made, 
but though these may be useful from 
the point of view of deciding what is 
the best tax system, they are irrelevant 
in deciding whether the British sys- 
tem affords a loophole for the escape 
of taxation. This question can only 
be answered by a consideration of 
total taxes in Britain; and, as ex- 
plained above, the total burden in 
Britain is about as high as it can be. 

Capital gains made by private indi- 
viduals are not taxed in Britain, 
though they are taxed when dealing 
in stocks and shares is undertaken 
regularly as a livelihood. 

This allows persons to enjoy an oc- 
casional “windfall” free of tax, but the 
scope of this exemption is so limited 
that it is not a serious factor in British 
taxation policy. As one counteracting 
influence it may be mentioned that 
capital losses may not be used to afford 
relief to income tax payments in 
Britain. Nor is the principle current 
in Britain of exempting state and mu- 
nicipal securities from income tax. 

The system of taxing dividends in 
Britain appears at first sight to bear 
lightly on the recipient since, in effect, 
profits distributed as dividends are 
taxed only once in Britain. The fact 
is, however, that the British system 
affords relief in this respect only to 
persons with low incomes. After Ex- 
cess Profits Tax of 100% has been 
paid, a tax of 50% on the remaining 
profits is paid direct by the corpora- 
tion. The person receiving dividends 
has to declare in his statutory income, 
not the amount he receives as divi- 
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TABLE VI 
Breakdown of Tax and Similar Payments Made in 1941-42 


The figures which follow are taken from “The Burden of Taxation” 
(Cambridge University Press, 1942, page 20) 
Distribution of the Tax Burden, 1941-42, according to Tax Categories. 


$m. 
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(1) Direct Personal Taxes and Taxes on Essentials: 
Income Tax and Surtax (excluding undistributed profits). $2,780 


Taxes on Tea, Sugar, Wheat, Coal, Postal Services, etc. 236 
“Rates” on Dwelling Houses Ec 584 
Workers’ Social Insurance Contributions........ 240 
Death Duties Racsturs 368 
(ii) Taxes on Non-Essential Goods: 

Alcohol and Tobacco 1,768 
Entertainments 64 
Private Motoring Pe atin ae Tas 80 

(iii) Purchase Tax, Protective Duties and Duties on Busses and 
Taxis ; Be tN NE sida Bis 538 
(iv) Taxes on Production in General 848 
(v) Taxes on Business Profits . a pEwace tli 1,700 
(vi) War Damage Contributions and War Risk Premiums 1,212 
(vii) Other Items 60 
Total $10,468 


TABLE VII 


Examples of Income Tax, Surtax and Post-war Credits 
(The Post-War Credit is bracketed after the Tax) 


Total Tax paid, including Surtax 


Income Single Married M.—1 child M.—2 children 
$ 480 $ 30 (30) 
680 95 (41) $ 17 (17) 
900 159 (46) 81 (59) $ 16 (16) 
1,200 265 (70) 169 (65) 104 (65) $ 39 (39) 
2,000 625 (107) 505 (127) 405 (127) 305 (114) 
5,000 1,975 (207) 1,855 (227) 1,755 (227) 1,655 (227) 


20,000 11,350 (240) 
40,000 27,450 (240) 
200,000 181,700 (240) 


11,230 (260) 1 
181,580 (260) 


TABLE VIII 


27,330 (260) 27,230 (260) 
181,480 (260) 


1,130 (260) 11,030 (260) 
27,130 (260) 


181,380 (260) 


Increase in Numbers of Income Tax and Surtax Payers and in Tax Paid, 


1938-9 and 1941-2 
(In $ millions) 





Taxpayers—, ;-—Tax Paid— Increase in 


Gross Income 1938-9 1941-2 1938-9 1941-2 Tax Paid 
$ 440- 500 Za) 600,000 . -. -?s § 
500-1,C00 1,750,000 5,700,000 $ 20 400 380 
1,000-2.000 1,250,000 3,200,000 72 672 600 
Over $2,000 800,000 1,000,000 1,148 2,260 1,112 


Total individuals 





3,800,000 10,500,000 $1,240 $3,340 $2,100 


These figures given in the Parliamentary Debates (House of Commons), 
July 23, 1942, show the increase in the number of income-taxpayers in various 
income brackets, and in the income tax paid, between 1938-9 and 1941-2. 


TABLE IX 


Decrease in Number of Individuals with Large Incomes after Taxation, 


1938-9 and 1941-2 
Income Left After 


Income Tax and Surtax 1938-9 
$ 4,000- 8,000 155,000 persons 
8,000-16,000 56,000 
16,000-24,000 12,000 
Over $24,000 7,000 


Table IX is based on figures given by the 


1942-3 
105,000 persons 
30,750 
1,170 
80 
Chancellor of the Exchequer 


in the House of Commons on September 30, 1942 (Parliamentary Debates, 


Columns 779-780). It shows how taxation 
number of large incomes in Britain. 


has drastically reduced the 
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dends, but the full amount before 
taxation, i. e., at the present rate, 
double the amount he receives. In- 
come Tax and Surtax are then calcu- 
lated with this “full” dividend included, 
and the amount of tax already paid by 
the corporation is deducted from the 
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TABLE X 





Taxes Paid and Income Left on Earned Income 1941-42: 


Earned 
Income 


final tax due. On low incomes the $ ns 
effect is that no extra tax on the divi- 800 
dend is paid by the recipient, and in a 
some cases of very low incomes some 1400 
refund may even be claimed by the 2,000 
recipient. But since Income Tax and be 
Surtax rates are steeply progressive, wae 
the effect on all incomes above a cer- 20,000 
tain level is that the recipient has to bo 
pay extra tax through receiving his soneee 


Married Man with two dependent children 
Tobacco 


Unavoidable and Other Income 
Taxes Alcohol Taxes Total Left 
%o %o % % 
sp 15.0 4.9 27.6 $ 288 
Sis 13:5 a2 24.0 456 
4.0 12) 5.4 21:5 624 
3.2 12 52 19.6 800 
6.0 10.1 5:1 ZA2 948 
9.3 9.6 5:3 24.2 1,064 
16.1 6.6 7.8 30.5 1,380 
30.4 3.8 5.6 39.8 2,400 
39.0 2.6 4.4 46.0 4,320 
43.2 22 3.9 49.3 5,100 
55.2 je 25 59.0 8,200 
67.9 0.6 1.6 70.1 12,000 
80.5 0.3 0.9 81.7 14,400 
90.7 0.1 0.5 91.3 18,000 








dividends. The final test is shown by 
the overall figure of National Income 
absorbed by taxation, which proves 
that even if the British system of tax- 
ing dividends protects the very poor 
person, it does not allow the country 
as a whole to avoid severe taxation. 


Ceilings on Earnings 

A White Paper issued in July, 1941, 
urged that as the cost of living was 
being stabilized, there should be need for workers to 
press for further increases in basic wage rates, except 
for levelling-up low rates. It explained also that any 
increases “would not make more goods available or 
raise the general standard of living” but would merely 
“send up prices, denude the shops” and render a fair 
distribution of goods impossible. The Trade Unions 
did not fully accept this view and reserved the right 
to ask for increases when necessary. In effect, some 
increases have been granted, others refused; but in 
deciding on cases which come before it, the National 
Arbitration Tribunal, a wartime body whose deci- 
sions are legally binding, bears the general stabliza- 
tion position carefully in mind. 

By December, 1942, wage rates for all occupations 
(excluding agriculture) had risen by about 32-33% 
above the pre-war level, a rise somewhat above the 
rise in the official Cost-of-Living Index. Earnings 
have, of course, risen much beyond this figure through 
overtime, through the increasing practice of piece work, 
and through the absorption of lower paid or new workers 
into higher paid jobs in industry. By July 1941 earnings 
in certain typical industries (excluding agricultural and 
coal mining) had risen 42% over the earnings in October, 
1938, the latest pre-war date on which a survey was 
made. By July, 1942, a similar survey showed a total rise 
in earnings of nearly 60%. Since the increase in earn- 


The figures in Table X are taken from ‘The Burden of Taxation” to 
illustrate the total burden of taxation and similar payments on a typical 
family, consisting of a married man with 2 dependent children. 
“Unavoidable Taxes 
sugar, and other small indirect but unavoidable taxes; and Workers’ 
Social Insurance Contributions. The last “tax” amounts to £4 9s. ($17.60) 
a year, and is compulsory for all manual workers and for non-manual 
workers earning up to £420 ($1,680) a year. 

The figure of “Total Taxes” excludes Death Duties, taxes on business 
profits and local taxes (“Rates”) on dwelling houses, all of which are 
difficult to allocate. 













” 


include Income Tax and Surtax; Duties on tea, 


ings, as compared with the increase in wage rates, must 
reflect, to a great extent, increased productivity per 
worker, it is an inevitable and welcome concomitant of 
increased war production. The threat of inflation which 
it carries with it is avoided in Britain by the rationing of 
all necessities, by price control, by severe taxation, and 
by stimulating personal savings. 


The high Income Tax and Surtax introduce an 
“effective” ceiling on earnings ; and at a very low level. 
A man earning £10,000 ($40,000) is left after Income 
Tax and Surtax alone, with an income of £3,575 
($14,300) ; an income of £15,000 ($60,000) is reduced to 
£3,575 ($14,300); and an income of twice this size 
£30,000 ($120,000) yield only £4,075 ($16,300). 


PART IL. 
DETAILS OF BRITISH TAXATION 
Individuals pay Income Tax and Surtax. The stand- 


ard rate of Income Tax is 50%. In addition, Surtax is 
payable on all income over £2,000 ($8,000). 


Income Tax 
1. Minimum Incomes Subject to Taxation: 


Taxation of earned income begins at the following 
levels: 
For a single man, £110 ($440) a year; 
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For a married man, £156 ($624) a year; 
For a married man with one child, £211 ($844) a year; 
For a married man with two children, £267 ($1,068) a 

year; 

For a married man with three children, £322 ($1,288) 

a year. 

2. Calculation of Income Tax: 

The tax is calculated in this manner: 

(a) The following sums are first deducted from the 
income as tax-free allowances: 

(i) Fora single person, £80 ($320) ; for a married 
couple, £140 ($560) ; for each child a further £50 ($200). 

(ii) One-tenth of earned income (e.g. wage or sal- 
ary) but not exceeding £150 ($600). 

(iii) A proportion of wife’s earned income: see 
under “Husband and Wife” below. 

Certain other allowances are made, e.g., in respect 
of incapacitated relatives, widower’s or widow’s house- 
keepers, and life insurance policies. 


(b) After the appropriate alowances have been de- 
ducted, the remaining income is “taxable income”: the 
first £165 ($660) of taxable income is taxed at 32'%2%, 
and the remainder at the full standard rate of 50%. 

3. Husband and Wife: 

Married couples living together are normally assessed 
jointly. The assessment is made upon the husband, 
who has to include his wife’s income (if any) with his 
own. He does, however, receive a higher personal 
allowance than a single man ($560 as against $320). 
Further, if his wife has earned income of her own, he 
can claim an additional tax-free allowance of 90% of 
that earned income, but not exceeding £80 ($320). 

(Note: Figures given in dollars have been converted 
at the rate of $4 to £1; the official dollar-sterling rate is 
$4.025 to £1. It should be noted, however, that the dollar 
incomes given have no necessary relation to the buying 
power of the sterling incomes they represent.) 


4. Deduction of Income Tax by Employers: 

All wage and salary earners have Income Tax de- 
ducted from each pay-packet. In the case of salary 
earners the tax deducted is calculated on the basis of 
the earnings of the previous year ; in the case of weekly 
wage-earners, the previous six months. To minimize 
hardship in the case of individuals with fluctuating in- 
comes who might otherwise have tax based upon a 
period of high earnings deducted during a period of 
low earnings, the following provisions have been made: 

(a) Income Tax is deducted by the employer only 
if the following minimum earnings are left: 

A single man, £2 ($8) a week; 

A married man, £3 ($12) a week; 

Married with one child, £4 ($16) a week ; 
Married with two children, £5 ($20) a week. 
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Tax cannot be deducted in any week if the effect would 
be to reduce the worker’s wage below these minima. In 
that case the tax due is deducted at some later date or 
recovered directly from him by the government. 


(b) To reduce the hardship on those weekly wage 
earners who earn more during the summer than dur- 
ing the winter months, and who have the deductions 
from their winter pay based upon their summer earn- 
ings, the assessments are based upon periods of five 
and seven months instead of half-yearly periods. The 
five months of high earnings thus form one period for 
assessment, and the seven months of low earnings the 
other. The full half-year’s allowances are made against 
both assessments, and the effect is to level up the 
deductions in the two half-years. A similar adjust- 


ment is made where winter is the period of high 
earnings. 


5. Post-War Credits: 
All Income Tax paid as a result of the decreased 
allowances introduced in April 1941 will be credited 


to the taxpayer after the war. (See section on “Post- 
War Credits” below). 


6. Income Tax Rates, 1937-43: 

The standard rate of Income Tax in 1937-8 was 
25% ; it rose in April 1938 to 27144%; in September 
1939 to 35%; in April 1940 to 37144%; in September 


1940 to 4214%; and in April 1941 to 50% (the current 
rate). 


Surtax 
1. Surtax Rates, 1943-44. 


Surtax is paid on all income over £2,000 ($8,000) a 
year. On the first £500 ($2,000) on which Surtax is 
paid, the rate is 10%. Thereafter it rises steeply until 
on all income over £20,000 ($80,000) the rate is 471%. 
Surtax is additional to Income Tax, so that the total 
tax on all income over $80,000 is 9714%. The present 


Surtax rates are as follows: 


On Income of Onthe last Rate % Total Surtax payable on 


$ 8,001-10,000  $ 2,000 10 $10,000 $ 200 
10,001-12,000 2,000 11.25 12,000 425 
12,001-16,000 4,000 16.25 16,000 1,075 
16,001-20,000 4,000 21.25 20,000 1,925 


20,001-24,000 4,000 25 24,000 2,925 
24,001-32,000 8,000 28.75 32,000 5.225 
32,001-40,000 8,000 35 40,000 8,025 
40,001-60,000 20,000 41.25 60,000 16,275 
60,001-80,000 20,000 45 80,000 25,275 
over 80,000 as 47.5 certs: 


2. Previous Rates of Surtax, 1931-43: 

From 1931-8, Surtax began on all income over £2,000 
($8,000) a year at the rate of 514%, rising to a maxi- 
mum of 41144% on income over £50,000 ($200,000). In 
1938-9 the initial rate rose to 6%4%, and the maximum 
(Continued on page 611) 
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Montgomery’s 


Federal Taxes on 


ESTATES, TRUSTS 
AND GIFTS 1943-44 


OVERS exhaustively the application of federal estate 
« tax and gift tax, and features of income tax peculiar to 
estates and trusts. Offers unique long-range counsel 
that considers the individual and combined effects of these 
taxes on the planning and distribution of estates. 


This is the guide which accountants, attorneys, and 
trust officers rely on. It is replete with suggestions for 
current handling of transactions in anticipation of their 
possible tax effect on the estate. For personal as well as 
professional use, it stresses the necessity for frequent 
review of the status of property with relation to taxes. 


Montgomery's 


FEDERAL TAXES 
oN CORPORATIONS 


1943-44 


Gives Distinctive, Essential Help You Will 
Get in No Other Published Material 


iy one place for quick reference, this 1943-44 manual 
offers complete, beginning-to-end treatment of the 
whole corporation tax problem. 


[ 22nd Year of 
Publication 


It gives you an inestimable advantage by bringing 
together and summarizing what you need to get a com- 
posite picture of your company’s tax position from all 
sides—its questions of policy, strategy, tactics, alternative 
plans of action and their effects and consequences. 


In these two great tax manuals, you have counsel and interpretation rooted in experience—the experience 
of a nationally known authority, ROBERT H. MONTGOMERY, with a staff of exceptionally qualified asso- 
ciates who in years of legal and accounting practice have handled tax problems for thousands of clients. 


It summarizes into a composite picture your estate 
tax problem—its questions of viewpoint, alternative pro- 
cedures and their consequences—in the light of develop- 
ments resulting from the law in effect and from the rulings 
and decisions incident to tax administration and court 
review of contested cases. 


Ready Soon—Place Your Order Now 


Alt year through, you will use FEDERAL TAXEs ON EstTaTEs, 
Trusts, AND Girts 1943-44 for answering practical 
problems of tax determination; for quick, safe leads on 


$7.50 


r =e eee USE THIS ADVANCE ORDER FORM == == 


THE RONALD PRESS COMPANY 
15 East 26th Street, New York 10, N. Y. 


instruments. Ready in December; order now. 


Please send us on issue Montgomery’s Federal Taxes on Estates, 


Trusts, and Gifts 1943-44, price $7.50. 
prefer to make payment:) 


(Check below the way you 


(0 Within 5 days after receipt, we will send price (plus delivery). 


(1 Check for price is enclosed. 
remit with order.) 


Firm or 


By (your name) 
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(Include District P. O. No., if any) 


(We pay delivery charges if you 
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tax angles in estate practice; for counsel] on the proper 
draftsmanship of wills, indentures, and other } 


You gei, as in no other way, on practical handling of 
company operations, a viewpoint that is fundamental to 
intelligent consideration of tax angles and requirements. 
On individual tax questions, you have at your fingertips 
the decisive final advice and recommendations to which the 


law, the regulations and the thousands of rulings and deci- 
sions in effect reduce. 


Get Your Order in Now 


(Corrs of Montgomery’s FEDERAL TAXES ON CORPORA- 
TIONS 1943-44 will be ready in December, in ample 
time for your work on returns. For ac- 
countants, lawyers, bankers, and corporate 
officers, there is no other publication like it. 


Two Volumes 


$15.00 
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THE 1944 REVENUE ACT 


An Opportunity for Taxpayer Good Will 


By M. L. SEIDMAN 


stones of taxpayer goodwill. We hear much 

these days about the need for tax simplicity. 
Admittedly, our federal tax laws are tremendously 
complicated. By their very nature, income and excess 
profits tax laws cannot be simple. The 1943 Current 
Tax Payment Act has created some confusions that 
are of a transitory nature and will disappear when full 
adjustment to a pay-as-you-go basis has been accomp- 
lished. There are, however, a number of mechanisms 
in our tax laws that are unnecessarily complicated. 
Here are some of them: 


S IMPLICITY, equity and fairness are the corner- 


(1) The victory tax. What reason can there pos- 
sibly be for prescribing a different concept of “income” 
for victory tax purposes than for income tax purposes? 
Not only would I eliminate these differences, but I 
would eliminate the victory tax itself. Since it becomes 
effective only on 1943 income, it can be retroac- 
tively repealed without difficulty. Controversy over 
the interpretation of many of its provisions that are 
sure to baffle the taxpayer next March can thus be 
readily avoided. The loss in revenue can be more than 
made up by increasing the normal tax on ordinary 
income to 10% from the present 6%. 

(2) Earned income. The present treatment of earned 
income is unnecessarily complicated. The same bene- 
fits can be extended to the taxpayer on earned income 
in a much simpler way by a slight adjustment in the 
rate brackets. 

(3) The capital stock tax. What excuse can there 
possibly be for the capital stock tax in its present form? 
The tax seems so senseless even when viewed in the 
light of revenue significance. With the related de- 
clared-value excess profits tax, it is estimated to yield 
about 400 million dollars. Actually, the yield is only a 
small fraction of that, for the simple reason that both 
of these taxes are deductible for income and excess 
profits tax purposes. With a 40% income tax, a 90% 
excess profits tax, and in effect a 100% renegotiation 
tax, it is obvious that the revenue significance of the 
capital stock tax can only be very nominal indeed. As 
an irritant to the taxpayer’s temper, however, it is 
phenomenal. The tax simply does not earn its keep 
any way you look at it and should be permanently 
eliminated from our tax laws. 

Nothing is more destructive of taxpayer morale than 
discrimination as between classes or groups of tax- 
payers. In spite of a professed concern for the little 
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fellow, our tax laws discriminate against the small 
business, in at least the following respects: 

(1) The small incorporated business is being choked 
off by provisions that, in equity and fairness, can apply 
only to the larger companies. Neither the 8% return 
on invested capital nor the base period earning method 
is in any way a fair measure for imposing a 90% excess 
profits tax on a small business. These small corporate 
businesses are in most cases nothing more than family 
partnerships and should not be taxed as corporations 
at all. 

In all fairness, these corporations should be per- 
mitted to disincorporate without a tax if they con- 
tinue the business in individual or partnership form. 
Or, in the alternative, they should be permitted to con- 
tinue as corporations but be taxed as partnerships if 
their stockholders will pay an individual tax on their 
respective shares of corporate income, just as if they 
were in fact members of a partnership. In any event, 
the excess profits tax should not apply to corporations 
with incomes under $25,000. 

Our tax laws have elaborate reorganization pro- 
visions enabling corporations to revamp their capital 
structure or to merge or consolidate without tax effect 
either to the corporation or the stockholders. These 
are equitable provisions but are hardly designed to 
help the small business. They recognize that where 
there is no actual gain realized, no tax should be im- 
posed. That ought to be just as true where a corpora- 
tion is converted into a partnership or a single 
proprietorship. 

(2) The small business is today discriminated against 
in the matter of inheritance taxes. 

When an individual dies possessed of equity securities 
listed on one of our stock exchanges, the securities are, 
very properly, assessed against his estate on the basis 
of their fair market value. That usually means what 
they sell for. Fair market value is what the law taxes. 
Not the value of the company’s assets, but the value of 
its stock. Frequently, there is a wide divergence be- 
tween these two values. One can pick up a newspaper 
and find the securities of many old established com- 

(Continued on page 623) 
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The Incidence of ‘Taxation in Britain 
(Continued from page 608) 

rate of 47144% was payable on all income over £30,000 

($120,000). In April 1939 the initial rate rose to 10% 

and the figure over which the maximum of 4714% was 


paid was reduced from £30,000 to £20,000 ($80,000). 


Figures of the Number of Taxpayers and 
Amounts Paid 

It has been officially stated that : 

(a) The number of taxpayers has increased by 
176% during the war; in 1941-2, 10,500,000 individuals 
paid tax, as against 3,800,000 in 1938-9. 

(b) The amount of Income Tax and Surtax 
assessed has increased by 169% during the war; in 
1941-2, $3,340,000,000 was the total Income Tax and 
Surtax assessed, compared with $1,240,000,000 in 1938-9. 

(c) The number of individuals earning less than 
$1,000 who pay tax has increased by 140% : 4,200,000 
individuals with incomes under $1,000 paid tax in 
1941-2, compared with 1,750,000 in 1938-9. These in- 
dividuals paid $408,000,000 in 1941-2 in Income Tax, 
compared with $20,000,000 in 1938-9. 

(d) There are today in Britain 80 persons with in- 
comes of over $24,000 after taxation as opposed to 
7,000 such persons in 1938. 


PART III. 

TAXATION OF BUSINESS PROFITS, 1943-4 

All businesses, whether incorporated or unincor- 
porated, have first to pay Excess Profits Tax (or Na- 
tional Defense Contribution) on their profits. After 
this has been paid, the remaining profits are severely 
taxed, not by a special Corporation Tax, but under a 
system connected with ordinary individual Income Tax. 


Excess Profits Tax and National Defense 
Contribution 


All businesses, whether corporations or unincor- 
porated, pay first Excess Profits Tax of 100% on the 
increase of profits over “standard profits”. As an 
alternative to Excess Profits Tax, National Defense 
Contribution, a tax on profits at the rate of 5% fora 
corporation and 4% for an unincorporated business, is 
paid if it would yield more. 

A refund of 20% on all Excess Profits Tax paid at 
the rate of 100% has been promised after the war. 
When this refund is paid, it will be subject to income 
tax at the rate then current and to other conditions as 
may be laid down by Parliament at the time. (See 
“Post-War Credits”, below.) 

Excess Profits Tax is calculated as follows: 


Businesses which began before July 1936 may select 
the profits of “standard years” lying between 1935 and 
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1937 as “standard profits”. Thus a business com- 
menced before 1935 can choose from the following 
“standard years”: 1935, 1936, 1935 and 1937 (average 
profits) or 1936 and 1937 (average profits). Excess 
Profits Tax of 100% is paid on all profits in excess of 
“standard profits”. 


If the capital employed in the business has been 
increased since the “standard period”, a profit of 8% 
(10% for a director-controlled corporation or an unin- 
corporated business) is allowed as the “standard profit” 
on the new capital. 


If the authorities are satisfied that the profits of the 
“standard period” were so low that it would not be 
fair to regard them as “standard” they may substitute 
a “standard” profit equal to 6% of the average capital 
employed in the “standard period” (8% for a director- 
controlled corporation or an unincorporated business). 


If the business was commenced after July 1936 a 
profit of 8% on the average capital employed is allowed 
(10% for a director-controlled corporation or an unin- 
corporated business). 

The 6%, 8% or 10% profit allowed is still subject to 
Income Tax as described below. 


Taxation of Remaining Profits 

Corporations: 

After Excess Profits Tax (or National Defense Con- 
tribution) has been paid, the remaining profits have to 
meet Income Tax at the standard rate, which is at 
present 50%. The corporation pays this direct to the 
Government. 


In the case of undistributed profits, the taxation 
process is then complete. In the case of profits dis- 
tributed as dividends, the recipient of the dividends 
has to include in his statutory income, not the amount 
of dividend he receives, but the gross amount, before 
the corporation paid the Income Tax, i.e., at the present 
rate, double the amount of the dividend he receives. 
His total Income Tax and Surtax liability is then cal- 
culated with this gross sum included, and the tax 
already paid by the corporation is deducted from the 
final liability arrived at. As the rate of Surtax is very 
steeply progressive, the result of including dividends 
at their gross value is greatly to increase the amount 


of Surtax to which the recipient of the dividend is 
liable. 


The British system, at the same time, is sympathetic 
to the person whose sole income consists of a small 
amount of dividends. In such cases it is possible 
sometimes for the recipient of dividends to recover 
some of the tax already paid by the corporation. For 
example, if a single person had a total income consist- 
ing of dividends amounting to $450, that person’s 
statutory income would be given at the gross amount 







































































































































































































































































































































































































































612 TAX ES—tThe Tax Magazine 





of $900. The tax on this sum is $159. But the corpora- 
tion has paid $450 in Income Tax, and the recipient 
would therefore be entitled to recover the difference—- 
$291. The scope of this exemption is obviously not 
extensive. 

The individual receives no credit for Excess Profits 
Tax or National Defense Contribution paid by the 
corporation. 


Unincorporated Businesses: 


The profits remaining to an unincorporated business 
after Excess Profits Tax (or National Defense Con- 
tribution) has been paid are, in effect, treated as the 
personal income of the owner. They then meet Sur- 
tax and Income Tax, as described above, and, in calcu- 
lating the Income Tax, credit is given for the various 
allowances to which the owner, as an individual, is 
entitled. 


Previous Rates of Excess Profits Tax (and 
National Defense Contribution), 1937-43 

In April 1937, National Defense Contribution was 
introduced. It was to apply to all trades and busi- 
nesses, and was at a rate of 5% on corporations, and 
4% on all other concerns. 

In April 1939 an Armaments Profits Duty was in- 
troduced. This tax was to apply to all “excess profits” 
made by armament businesses, and was at a rate of 60%. 

In October 1939 (after the outbreak of war) the 
Armaments Profits Duty was repealed and replaced 
by an Excess Profits Tax of 60% on all trades and 
businesses. This was an alternative to National De- 
fense Contribution. The business had to pay which- 
ever tax yielded the greater sum. 

In April 1940 the Excess Profits Tax was raised 
from 60% to 100%. (The rates of the alternative Na- 
tional Defense Contribution were unchanged.) 

In April 1941, the refund of 20% of Excess Profits 
Tax was introduced. 


PART IV. 
POST-WAR CREDITS 
(“FORCED SAVINGS’) 1943-4 


There are three types of post-war credits now in 
operation : 

1. Income Tax Credits: All Income Tax paid as a 
result of decreased allowances introduced in April 
1941 will be credited to the taxpayer after the war. 
When the Budget of April 1941 was introduced, the 
rate of Income Tax was increased, and the allowances 
reduced. It was estimated that the increase in tax and 
the reduction in allowances would result in £250,000,000 
($1,000,000,000) more tax being paid in a full year, of 
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which about half, i.e., £125,000,000 ($500,000,000) 
would result from the decreased allowances alone. The 
decreases in allowances were as follows: 
A single person’s tax-free allowance was re- 
duced from £100 ($400) to £80 ($320) ; 
A married couple’s tax-free allowance was re- 
duced from £170 ($680) to £140 ($560) ; 
Earned Income allowance was reduced from 


one-sixth (maximum £250) to one-tenth (maxi- 
mum £150). 


This decrease in allowances affected mainly persons 
with low incomes. It increased the number of weekly 
wage-earners paying Income Tax from 2,500,000 to 
5,500,0C0. To avoid inflicting any permanent hardship 
upon persons of low income, it was decided that any 
sums paid in Income Tax as a result of these reductions 
would be refunded to the taxpayer after the war, in the 
form of an account in the Post Office Savings Bank. 
The maximum refund is £ 65 ($260) for each tax-year. 

No Post Office Savings Books have yet been issued 
for these Credits because of the paper and clerical 
work involved, but all persons concerned (about 
10,000,000) have been given an official certificate show- 
ing the amount of the Credit and how it is made up. 
An assurance has been given that none of the Credit 
will be withheld by the Inland Revenue after the war to 
meet arrears of income tax, provided that the tax was 
fully paid in the year in which the Credit was granted. 


2. Armed Forces Pay Credit: As from January 1942, 
a sum of 6d. (10¢) a day for men and 4d. (almost 7¢) 
for women is being credited to all members of the 
Forces. Details are given in a White Paper (Cmd. 
6336) issued in February 1942. The Credits will amount 
to about £9 ($36) a year for men and £6 ($24) for 
women. (Women in the Armed Forces receive two- 
thirds of the pay of men.) The method of payment of 
the Credit will be the same as for the Income Tax 
Credit, i.e., a Post Office Savings Account. 


3. Excess Profits Tax Credits: 20% of all Excess 
Profits Tax paid at the rate of 100% will be repaid 
after the war (less Income Tax). In April 1941 the 
Chancellor of the Exchequer stated that 20% of the 
produce of the 100% Excess Profits Tax would be 
“treated as a reserve to be made available to industry 
at the end of the war for purposes of reconstruction”. 
The refund would be subject to Income Tax at the rate 
then current. In April 1942 an assurance was given 
that this credit, like the Income Tax Credit, “would 
accrue by statutory right, subject only to its not being 
used for dividends or for the issue of bonus shares”. 
On July 2nd, 1942, the Chancellor of the Exchequer 
said that official certificates in respect of Excess Profits 
Tax payments would be issued so as to give some 
tangible evidence of the right to post-war credit. 
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PART V. 
THE “PAY-AS-YOU-EARN” PLAN 

On September 22nd, 1943, the Financial Secretary 
to the Treasury announced the Government’s proposal 
for the fiscal year beginning on April 6, 1944, of a 
‘“pay-as-you-earn” plan which would affect about ten 
million tax-payers in the lower income brackets. Under 
the scheme, the Government would “forgive” approxi- 
mately one billion dollars in taxes. About half of this 
amount would have been repayable to the taxpayers 
after the war, under the post-war credits plan outlined 
above (Part IV). 

In respect of a large number of weekly wage-earners 
the present system of tax deduction involves the col- 
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by the table will keep step with the liability each 
week, and “pay-as-you-earn” is thereby achieved. 

At the end of the year the employer returns his card 
to the tax collector and gives the wage-earner a cer- 
tificate of tax deducted. The collector then sends the 
wage-earner a Statement showing the tax payable, how 
it is worked out and the amount actually deducted so 
that the wage-earner can check it. If there are any 
small adjustments, they will be made by adjusting the 
next year’s code number or by repayment. 

Tax deductions for the fiscal year 1944-45 under the 
new system, if it becomes law, will begin on the first 
pay-day after April 5, 1944. Where it applies, there 
will be no deduction of tax under the old scheme after 
























































lection of taxes from current wages by reference to that day, so that double taxation is avoided. 
(Continued on page 619) 


earnings for a period of many months 
past. There is no disadvantage in this 
to the taxpayer whose income is con- 
stant, or is on arising scale, but where 
wages fall or fluctuate, hardship often 
arises because the tax in respect of 
higher wages is deducted in a week 
when wages may be much lower. The 
new scheme is designed to meet such 
cases and therefore applies to all 
manual wage-earners and to all other 
weekly wage-earners whose tax is 
now deducted under the present scheme. 
(Special arrangements aleady exist 
for civil servants and railway officials. ) 
About eight million manual workers 
and about two million office workers 
at the clerical level are affected. 

The plan would operate as follows: 
The weekly wage-earner is notified by 
the tax collector of a code number 
corresponding to his tax allowances. 
The employer is given a tax deduc- 
tion card showing this code number. 
The employer enters on this card the 
week’s pay, and from the book of tax 
tables which is supplied to him, he 
finds for each pay day the amount of 
tax deductible from the beginning of 
the year to that day. The amount of 
tax deducted is the difference between 
this figure and the amount already 
deducted in earlier weeks. 

If the tables show a repayment of 
tax is due, the employer adds the 
repayment to the week’s pay. How- 
ever much wages fluctuate, or if wage- 
earners’ allowances are increased dur- 
ing the year, the tax deductions shown 


The following figures are taken from an article in The Economist 
(London) of May 1, 1943 (pp. 544-5), which derived its American figures 
from the March issue of “Survey of Current Business” (published by 
the U. S. Dept. of Commerce). 1938 is taken as the “pre-war” figure 
for Britain, and 1939 for the U. S. A. In order to make a comparison, 
the figures are re-calculated in Table XII in terms of the pre-war Gross 
National Income (taking this as 100 for both countries): 


















TABLE XI 


Breakdown of Gross National Income in Britain and the U. S. A. 
1938-9 and 1942 


£m $m 
United Kingdom United States 
1938 1942 1939 1942 


Consumption ......:..... .... £4,035 £3,408 $62,000 $69,700 
Government Expenditure on Goods 

PUAN GA SHTES as sg bce le cuss rns 0 ce alae 845 3,543 15,100 56,000 
Maintenance and Increase of Capital... 707. —253 ~=« 11,000 7,500 


Gross National Income at Market Prices £5,587 £6,700 $88,100 $133,200 





TABLE XII 








United Kingdom United States 
1938 1942 1939 1942 











Consumption .........................722 610 74 79.1 
Gowernment ......... 6.0 sees wesw ee WO 63.5 .1 63.6 
Sa ee es Ee 12:7 —4,5 12.5 8.5 
Gross National Income............ .. 100.0 120.0 100.0 151.2 


Several points of interest arise from these figures: 


1. In each country, present Government expenditure is about the 
same, in relation to the pre-war total output of the country. 

2. In terms of the pre-war total output of the country, there has been 
a reduction in consumption in Britain of 11.2%, and an increase in the 
United States of 8.7%. 

3. In-terms of the pre-war total output of the country, there has been 
a reduction in the provision for capital maintenance of 17.2% in Britain, 
and of 4.0% in the U.S. A. 

Although these figures illustrate the extent of the sacrifice that Britain 
has been forced to make to pay for the war, they show also that America 
has been able to make a much greater proportionate increase in produc- 
tion during the war years. Part of this greater increase is no doubt 
explained by America’s freedom from the effects of blockade, blackout 
and bombardment. Part also is due to the greater margin of unemployed 
resources that existed in the U. S. A. in 1939. When these factors are 
taken into account, Britain’s increase of about 20% in the four years of 
war is seen, in its true proportion, as a considerable achievement. 
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Federal Taxation of Insurance Companies 
and Their Problems 

(Continued from page 597) 
enter into the computation of income, such as “divi- 
dends declared to shareholders in their capacity as 
such, home office remittances and receipts, and special 
deposits, are ignored”. Further, the regulations pro- 
vide that gain or loss from agency balances and bills 
receivable not admitted as assets on the underwriting 
and investment exhibit will be ignored, excepting only 
such agency balances and bills receivable as have been 
allowed as deductions for worthless debts or, having 
been previously allowed, are recovered during the 
taxable year. To the extent such recoveries did not 
give rise to a prior tax-benefit, however, they should 
be treated as “recovery exclusions” in the year of 
recovery. 

The changes made in Section 204(c) of the Code 
are very important since they contain certain relief as 
well as clarifying features. Preliminarily, it should be 
observed that an insurance company taxable under 
Section 204 is entitled not only to the various specific 
deductions listed in Section 204(c), but also to such 
other deductions as are allowed under Section 23. 
Perhaps the most important amendment to Section 
204(c) relates to the unique treatment of excess cap- 
ital losses. Under the Amendment, it is now quite 
clear that a net capital loss carryover is available to 
insurance companies taxable under Section 204, whereas 
there was some doubt as to whether a net short-term 
capital loss carryover was available under prior law. 
However, a special rule limits the application of the 
capital loss carryover provided in Section 117(e) in 
order to prevent capital losses actually used to reduce 
net income in a prior year from again being used in a 
future year as an offset against capital gains in that 
year. 


The Excess Capital Loss Problem 

More specifically, insurance companies taxable under 
Section 204 are subject to the same limitations as other 
corporations with respect to capital losses, with one 
important exception. Section 204(c)(5) permits an 
additional deduction for losses from capital assets sold 
or exchanged in order to obtain funds to meet abnormal 
insurance losses and to provide for the payment of 
dividends and similar distributions to policyholders. 
The underlying theory here is that if an insurance 
company is required to sell or exchange capital assets 
in order to obtain funds to meet abnormal insurance 
losses or to provide funds for the payment of dividends 
and similar distributions to policyholders, it should be 
able to take as an ordinary deduction excess capital 
osses Over capital gains due to the involuntary nature 
of the sale or exchange. The method of determining 
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when assets are sold to obtain funds for the purposes 
specified is not too clear, although the provided for- 
mula is workable. Section 204(c)(5) provides, in sub- 
stance, that capital assets will be considered sold or 
exchanged to obtain the necessary funds to the extent 
the gross receipts from their sale are not greater than 
the excess, if any, for the taxable year of the sum of 
dividends and similar distributions paid to policy- 
holders in their capacity as such, losses and expenses 
paid, less the total of interest, dividends, rents, and 
net premiums received. The application of this statu- 
tory formula, however, having in mind that in theory, 
at least, the Company has no control over the time 
when it will dispose of its capital assets for the pur- 
poses specified, raises certain complications which the 
regulations have not fully clarified. 

For example, the regulations, interpreting this Sec- 
tion of the Code, do not specifically answer two rather 
important questions left unanswered by the statute. 
First, whether specific identification of capital assets 
sold is required ; and second, what js meant by abnormal 
insurance losses so as to make operative this new 
statutory provision. The regulations merely provide: 

Regulations 103, Sec. 19.207-4 (1942) (Added by 
T. D. 5235, March 1, 1943). 

“(g) * * * Capital assets are considered as sold 
or exchanged to provide for the funds or payments 
specified in Section 207(b)(4)(F), to the extent 
that the gross receipts from the sale or exchange 
of such assets are not greater than the excess, if 
any, for the taxable year of the sum of dividends 
and similar distributions paid to policyholders, 
and losses and expenses paid over the sum of in- 
terest, dividends, rents, and net premiums re- 
ceived. * * *” 

The examples set forth in the regulations illustrat- 
ing the foregoing, use terminology which would indi- 
cate that sales or exchanges must have been intended 
to be made “in order to obtain funds to meet abnormal 
insurance losses and to provide for the payment of 
dividends and similar distributions to policyholders.” 
Further, since “gross receipts from sale” is the sole 
test, it would seem necessary. to identify the assets 
sold at a loss, the gross receipts from which, in apply- 
ing the statutory formula, determine whether excess 
losses are available as an offsetting item. Perhaps this 
identification is not required if there are, for example, 
abnormal insurance losses and the gross receipts from 
the sale of capital assets either before or after the 
abnormal loss situation develops, meets the statutory 
formula. This should be the rule. That is, if after 
applying the formula the gross receipts are not greater 
than the specified “excess”, it should be considered 
that capital assets were sold to meet these abnormal 
losses or other payments irrespective of the time oi 
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the sale or exchange in relation to these specified pur- 
poses and regardless of whether the sale or exchange 
was voluntary or involuntary. Of course, preliminarily, 
it must be determined whether funds were needed for 
the specified purposes before excess losses could be 
utilized. The regulations do not specifically define 
what is meant by abnormal losses, although certain 
committee reports indicate that losses in a given year 
over and above the preceding five years experience 
would be considered abnormal for the purposes of this 
new statutory offsetting loss provision. 

Further, when one analyzes this new treatment of 
excess capital losses, the immediate thought is that 
if losses and expenses plus distributions to policy- 
holders actually exceed interest, rents, dividends and 
net premiums, there would be no net income left from 
which to deduct these excess losses. However, the de- 
crease in reserves during the taxable year might have 
the effect of producing taxable income, even where 
expenditures exceed income on a strictly cash basis. 
If there is no taxable income against which these 
excess losses could be used as an offsetting item, then 
the limitation with respect to the carryover of such 
capital losses should be inoperative since they were 
not used to reduce taxable income. Both the law and 
the regulation interpreting the law relative to excess 
capital losses are ambiguous and should be clarified if 
this relief provision is to be effectively utilized by the 
companies. 


The Retrospective Rating Plan Problem 

At the time new legislation was being proposed prior 
to the final enactment of the Revenue Act of 1942, no 
one, apparently, gave any studied consideration to the 
tax treatment which should be accorded return pre- 
miums under a rate credit or retrospective rating plan 
based on experience. It was only after the new law 
had been enacted that the companies discovered that 
here was a situation which needed immediate tax 
clarification. It couldn’t be done by amending the 
statutory provisions. It was too late for that. How- 
ever, the regulations, as finally promulgated, did sat- 
isfy the companies by permitting return premiums 
under such a retrospective rating plan to be included in 
“unearned premiums”. This is of considerable im- 
portance since, as I have heretofore pointed out, the 
annual increase in unearned premiums is deductible 
from gross premiums in arriving at net underwriting 
income. 

The new regulations provide in this regard: “* * * 
In computing ‘premiums earned on insurance con- 
tracts during the taxable year’ the amount of the un- 
earned premiums shall include * (2) liability 
for return premiums under a rate credit or retrospec- 
tive rating plan based on experience, such as the ‘War 
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Department Insurance Rating Plan’, and which return 
premiums are therefore not earned premiums. * * *” 
What happens when the unearned premiums reserve 
is decreased subsequently through the release of such 
return premiums on final adjustment of the plan is 
not specifically set forth in the existing regulations. 
Presumably, however, the decrease is unearned pre- 
miums would be reflected in current income and would 
be offset by the amount of the return premium actually 
required to be returned under the terms of the rating 
plan. These retrospective rating plans are in the na- 
ture of cost-plus contracts, and are applicable in the 
compensation insurance field covering various war 
projects. 


The Incurred Losses Problem 


Since insurance reserves, as such, even though re- 
quired by state law are not deductible, the computa- 
tion of “unpaid losses” in arriving at “losses incurred” 
is perhaps the most important of the many problems 
facing the companies taxable under Section 204. Sec- 
tion 204(b) (6) specifies in detail the formula for arriv- 
ing at this deduction for tax purposes. Briefly, the 
section provides that the increase or decrease in “un- 
paid losses”, as the case may be, shall be added to or 
subtracted from paid losses in order to arrive at the 
deductible incurred losses. In this regard, for state 
department insurance statement purposes, the reserve 
for unpaid losses, which represents the liability of the 
company for losses known to have occurred but which 
have not yet been settled, must be at least a specified 
percentage of the premium volume, the percentage 
depending upon the particular line of insurance busi- 
ness. However, this reserve figure may or may not be 
the amount used in computing “unpaid losses” depend- 
ing upon whether the reserve required by state law 
exceeds the amount developed on a separate case basis 
analysis. In other words, “unpaid losses”, for tax 
purposes, does not mean the reserve computed on the 
required state formula basis, but means the total actual 
liability on a case basis at the end of the year deter- 
mined by the company’s trained investigators. The 
new regulations merely provide, in this respect, that 
in computing losses incurred the determination of 
“unpaid losses” at the close of each year must repre- 
sent actual unpaid losses as nearly as it is possible to 
ascertain them—that is on a case basis. 

The case basis analysis of “unpaid losses” required 
by the Bureau has been upheld by the courts, although 
it necessarily involves guesswork and reliance upon 
past experience. Accordingly, the companies can never 
be sure that their case reserve, based on their own 
investigation and analysis, will survive without some 
material adjustment-—resulting in increased tax liabil- 
ity—on audit by the Bureau of Internal Revenue. The 
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Bureau insists upon the case basis, for example, where 
it actually develops lower than the formula reserve 
required by state law; and, it is entirely possible, that 
the case basis as finally developed for a given year may 
subsequently be reduced if it appears upon subsequent 
years developments that the experience on the busi- 
ness did not warrant such a high case basis develop- 
ment of “unpaid losses”. Of course, overstatement of 
unpaid losses may have the ultimate effect of throw- 
ing income forward to future years unless the Bureau 
requires it to be thrown back to the prior year. Con- 
versely, understatement of this reserve will bunch in- 
come in one year unless adjustment is allowed. A true 
figure can probably never be reached for the simple 
reason that the valuation of such “unpaid losses”, in 
the last analysis, is based on a certain amount of guess- 
work, although predicated on prior experience, and is 
thus not an exact science. If tax rates remained con- 
stant it would not be important, but fluctuating rates 
makes it very important taxwise whether a reserve is 
under or over stated ina given year. The Bureau, if it 
is to try and treat the computation of “unpaid losses” 
as an exact science on a case basis should give the 
companies more of a guide to their intention in the 
matter than to merely state that “unpaid losses must 
represent actual unpaid losses as nearly as it is possible 
to ascertain them”. There should be a re-examination 
of the so-called case basis method of valuation with a 
view toward making the Bureau’s position more defin- 
itive and realistic. 


The Abnormal Income and Loss Ratio Problem 


By reason of a combination of circumstances largely 
beyond the control of the casualty companies certain 
insurance lines are currently abnormally profitable. 
In fact, odd as it may seem, some companies are pay- 
ing increased taxes, even excess profits taxes, at a time 
when their overall premium volume is being drastically 
curtailed. Conversely, increased business on other 
lines has created profits entirely out of line with what 
should be the normal case, which fact should ultimately 
be proven in subsequent years as proper loss ratios 
develop. This could be a serious problem if it con- 
tinues, since it means an arbitrary concentration of 
abnormal income in these high tax-rate years with no 
offsetting relief presently available. 

The cause of this anomalous situation is to a great 
extent, directly attributable to war-time restrictions 
and conditions. For example, a decline in the auto- 
mobile financing business by reason of gas and tire 
rationing, together with the ban on pleasure driving, 
has resulted not only in a decrease in new liability 
business but in abnormal profits on existing business. 
An increase in tax liability is due to the fact that the 
continued run-off of business already written, which 
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is not offset by corresponding amounts of premiums 
received on new business, decreases the unearned pre- 
mium reserve and releases funds which automatically 
increase underwriting profits and augments surplus. 
However, a substantial portion of these released funds 
through decrease in the unearned premiums can 
hardly be considered as profits at all, certainly not 
normal profits. Actually, the release of such funds 
under these circumstances merely offsets the depletion 
of surplus which occurred when the business was first 
placed on the books. Where the depletion of surplus 
through initial losses and expenses were sustained in 
1941 or 1942, and were not utilized in those years, they 
could be carried forward under the net operating loss 
carryforward provisions of the law. But where the 
unearned premium reserve has remained fairly con- 
stant for several years (this exists where new and re- 
newal premiums balance expiring premiums, and the 
profit on expiring risks is offset by losses on new writ- 
ings) the possibility of carryover to absorb the bunch- 
ing of income in one year is extremely remote. Asa 
result, a substantial portion of released unearned pre- 
miums have become taxable which under normal cir- 
cumstances would be offset by normal losses and new 
premium writings. 

Also, the casualty insurance companies anticipate 
substantial increased losses in the automobile and 
bodily injury coverage, as well as that for property 
damage as soon as new automobiles start appearing on 
the highways during the post-war period. There will 
be an immediate increased premium volume of this 
type of business but the initial expense of again put- 
ting this business on the books, coupled with the fact 
that rates have been greatly reduced and will probably 
not be raised in time to catch up with increased writ- 
ings and the consequent high loss ratios may mean 
unfavorable tax consequences. Similar difficulties 
may be encountered in automobile theft and burglary 
insurance and plate glass coverage. In other words, 
present abnormal war conditions have thrown out of 
balance certain lines of coverage which will only be 
brought back to normal by the passage of time. 

A similar, although converse, situation exists with 
respect to compensation writings. Employees are 
earning higher wages than ever before. Payrolls are 
reaching an all-time high, especially in the war indus- 
tries. These high basic wages, together with double 
and time and a half on such basic wages, have not only 
reflected in increased compensation premium writ- 
ings but has thrown out of focus the true profits pic- 
ture by abnormally reducing the compensation loss 
ratios. These abnormally low loss ratios arising out 
of the failure of employees to file timely compensible 
claims have the effect of not properly or normally off- 
(Continued on page 631) 
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The Shoptalkers 
By Bert V. Tornborgh, CPA 


“We have a little bit of perspective, now, on the 
current-payment and declaration procedure,” began 
Oldtimer. “Summed up, what do you think of it?” 

“Lots of people certainly had a rude awakening 
around September 15th,” answered Dash. “Many had 
actually thought that after July Ist their ’42 taxes 
were forgiven, and that pay deductions took care of 
the rest.” 


“My experience,” said the Kid, “was that most peo- 
ple managed to sort of spell their way through the 
declaration until they hit the Victory tax and the 
separate exemption. That’s what broke the camel’s 
back, in most cases.” 

“The prevailing opinion seemed to be,” contributed 
Star, “that with enactment of the current-payment 
law tax procedures should have been simplified. In- 
stead the average taxpayer found them more bawled 
up than ever.” 

“Even Chairman Doughton, of the House Ways and 
Means Committee, had to go out and hire a taxpert 
to make up his 1040 ES for September 15th,” re- 
minded Philo. “That’s carrying confusion and 
double-talk to an extreme.” 

“Well,” said Oldtimer, “they’ve already set to work 
on simplifying the thing; integrating the Victory tax 
with the normal tax, and so forth.” 

“That’s all very well,” conceded Philo, “but the 
principal curse of our tax laws is that they continue 
in a state of perpetual fluency. They are always being 
changed. How is a taxpayer ever going to catch up 
with them?” 


“Progress, my dear fellow, necessitates continual 
revisions, as do fluctuating revenue demands,” said 
Law. “A tax law cannot be static.” 
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“T am willing to be convinced,” retorted the Kid, 
“but it seems to me we’d make more progress if we 
held the line on our taxes a while. Give the law time 
to penetrate, before you yank it away and substitute 
a new set-up.” 

“T’ll second a motion on that,” concurred Oldtimer. 
“Tf anything must be changed, change some rates here 
and there, but leave the underlying structure alone for 
a while. Definitions and precepts are on a merry-go- 
round, and it doesn’t help tax administration.” 

“There’s said to be a ‘gentlemen’s agreement’ in 
Congress, from the passage of the Current Tax Pay- 
ment Act, that the tax law wouldn’t be changed for 
two years,” observed Philo. ‘“Doesn’t that answer 
your problem ?” 

“Tt’s probably unconstitutional,” smiled the Kid. 

“T don’t know how binding it is, or on whom,” ad- 
mitted Philo, “but it indicates that Congress is aware 
of the desirability of not reshuffling the tax cards all 
the time.” 

“Let’s hope you're right,” said Dash, “but what 
about the practical fact that we’ve got to have 12 bil- 
lion more revenue during the coming tax year?” 

“Do one of two things, or both,” offered the Kid. 
“Change the rates, but nothing else, in the income tax 
law and or levy some new, special taxes.” 

“Such as?” asked Philo. 

“Well, I don’t know, exactly,” replied the Kid. “If 
I knew the answer I should probably run for Con- 
gress. There ought to be some way, however, of cor- 
recting present inequities and getting some revenue 
to boot.” 

“What have you in mind?” persisted Philo. 

“Remember the kid that came into the office some 
time ago, to get help on his declaration?” inquired the 

(Continued on page 631) 
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The Incidence of Taxation in Britain 
(Continued from page 613) 





Government and Private Expenditures 

The figures which follow are only indirectly related 
to taxation. They are introduced to show how the 
mobilization of resources for war, in which taxation is 
one weapon, has been achieved in both countries. The 
different circumstances of the two countries have in- 
evitably led to differences in results. 

By March, 1943, Britain had spent $52 billions on 
the war, her total expenditure through the war period 
totalling $62 billions. In 1940, war expenditure was 
$20,000,000 a day; by 1942 it had risen to $50,000,000 
aday. It is now $60,000,000 a day. 

The increasing burden on Britain, which has neces- 
sitated the rigid austerity measures described briefly 
in this paper, is shown by the annual figures of Brit- 
ish Government expenditure: 
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British Government Expenditure 









1938-39 1940-41 1941-42 1942-43 1943-44 * 


Total Expendi- 


ture ......... $3,707 $15,469 $19,103 $22,548 $23,024 * 
Defense Expendi- 






ture ......... 1,039 12,880 16,340 19,360 19,600 * 





* Estimates. 







The sources of war finance in the calendar years 
1940, 1941, and 1942 are analyzed in the 1943 Budget 
White Paper. As the following table (based on the 
White Paper) shows, Central Government revenue 
accounted for 31% of Government expenditure in 
1940, 39% in 1941, and 46% in 1942. The items mak- 
ing up the balance are given, and the last item, “Net 
Disinvestment at Home,” is the “Residue” left, and 
obtained by subtracting all the calculable items from 
total expenditure: 
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The Sources of War Finance 
(In $ millions) 

















1940 1941 1942 


Central Government Revenue ..... $ 5,036 $ 7,312 $ 9,372 
Overseas Disinvestment .......... 3,024 3,188 2,528 
Extra-budgetary Funds and Local 

Authority Surpluses............ 744 880 924 






Compensation Received in Respect 

of War Risks and War Damage 

INNS ac oe eee 144 992 860 
Savings and Uadiewibueed Profits 

Including Reserves Against Taxa- 








Motor Fuel 
BBB Pay Rott 





















| Raa Re aaa ear ee) arene aca nate de 4,320 5,292 6,036 
The “Residue”’—Private Net Dis- Fiscal Year 1939 40 41 #42 ~ 
investment at Home............ 88 800 692 — F[Preparadbyt a. FEDERATION OF TAX ADMINISTRATORS based on US. Census ata 
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Central Government Expenditure. . 


$13,356 $18,464 $20,412 









































































































































































































































































































The Tax Court 


Credits against tax: Limitations on credit for foreign taxes. 
—Taxpayer is a holding company. Its taxable income consists 
solely of dividends received from subsidiaries. Dividends were 
received from its Puerto Rico subsidiary in the taxable years. 
Taxpayer claimed a foreign tax credit against its income tax 
for taxes paid to Puerto Rico by its subsidiary. The Tax Court 
holds that (1) the limitation on the amount of credit taken for 
taxes deemed to have been paid by reason of Sec. 131 (f) of the 
Code is to be determined by the application of Sec. 131 (b); 
(2) the numerator of the limiting fraction provided for in Sec. 
131 (b) (1) is net income from sources within the foreign coun- 
try which, in this case, means dividends from the Puerto Rico 
subsidiary reduced by expenses and deductions properly ascribed 
to such dividends; and (3) taxpayer’s expenses and deductions 
were not subject to allocation to any specific income and it was, 
therefore, proper for Commissioner to reduce the dividends by 
a ratable proportion of all taxpayer’s expenses and deductions 
in fixing the numerator of the limiting fraction—South Porto 
Rico Sugar Company v. Commissioner, CCH Dec. 13,496. 

Deductions: Losses: Jewelry.—Taxpayers acquired jewelry 
in 1929 and sold it in 1940 at below cost. They claimed a long- 
term capital loss deduction, though the loss was not incurred in 
trade or business or in a transaction entered into for profit. 
The Tax Court holds that a capital loss deduction is allowable 
to an individual only if the loss meets the requirements relative 
to the deductibility of losses by individuals generally, as pro- 
vided in Code Sec. 23 (e), and that the purchase of jewelry as 
an “investment”, there being no expectation of profit, is not 
such a transaction as to bring a loss arising therefrom within 
the provisions of Code Sec. 23 (e) (2).—Eli and Selma Winkler; 
Husband and Wife v. Commissioner, CCH Dec. 13,495. 

Gross income: Royalties applied to debt after assignment.— 
Taxpayer, owner of rights under certain patents, made a con- 
tract by which a certain corporation agreed to pay royalties to 
the taxpayer. Later, taxpayer made a contract to sell 30 per 
cent of its stock for $30,000, payable over a period of four years, 
with a provision that there should be credited on the $30,000, 
30 per cent of any royalties received by taxpayer. This contract 
was made with the parent of the corporation which agreed to 
pay royalties. Thereafter, the parent corporation dissolved the 
other and took over the royalty contract by assignment with 
provision for assumption of duty of paying royalties; and the 
royalties were, when payable, credited against the $30,000 due 
until the whole amount was, by application of royalties and 
cash, discharged. The contract with the parent corporation had 
provided that taxpayer’s receipts thereunder, except as required 
to redeem certain stock, pay indebtedness, and for retention as 
capital, should be distributed to taxpayer’s stockholders. The 
Tax Court holds that the royalties applied upon the $30,000 
indebtedness constituted income taxable to the taxpayer. The 
stock purchase agreement did not effect a modification of the 
license contract.—Wood Process Company, Inc. v. Commissioner, 


CCH Dec. 13,513. 
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Determination of gain or loss: Sale of intangibles including 
good will——During the taxable year a taxpayer corporation 
engaged in the publication of a newspaper entered into a con- 
tract to sell all of its intangible assets for a specified considera- 
tion but no tangible assets. In the same contract it agreed, for 
a separate specified consideration, that it would discontinue 
publication of its newspaper on a given date; that it would not 
resume publication of any newspaper in the city of publication 
for a period of ten years and that it would not permit its plant 
or equipment to be used for the publication of any newspaper 
in said city for a like period. The Tax Court holds that the 
entire consideration received by the taxpayer in the sale should 
be treated as a whole and taxpayer’s gain from the transaction 
should be determined by subtracting the March 1, 1913 value 
of its intangibles, including good will, from the total considera- 
tion received. The March 1, 1913 value of taxpayer’s intangi- 
bles, including good will, determined from the evidence, using 
the formula outlined in the case of Pfleghar Hardware Specialty 
Co. v. Blair, 30 Fed. (2d) 614, 1929 CCH D-9085.—The Toledo 
Newspaper Company v. Commissioner; San Diego Sun Publishing 
Company, Ltd. v. Commissioner; The E. W. Scripps Company, 
Transferee of San Diego Sun Publishing Company, Ltd. v. Com- 
misstoner, CCH Dec. 13,512. 


The [Lax Court—Memorandum Opinions 


Gross income: Definition: Separate businesses.—On appeals 
by the taxpayers the Fifth Circuit reversed the Board, holding 
that the trading business was carried on by a partnership com- 
posed of W. R. Ross and others, and that the profits from the 
said business were not income of the corporation. The Circuit 
Court had found that the two businesses were conducted sep- 
arately and books of account kept accordingly. The case now 
coming before the Tax Court for a determination consistent 
with the Circuit Court’s opinion, the Tax Court finds no basis 
for the application of Sec. 45 as urged by the Commissioner. 
Decision will be entered upon submission by the parties of a 
computation of tax not inconsistent with the Circuit Court’s 
opinion.—IlV’. R. Ross v. Commissioner; Ross Brothers Horse & 
Mule Company v. Commissioner, CCH Dec. 13,493(M). 


Deductions: Taxes: Accrual of tax erroneously proposed.— 
The Tax Court holds that a partnership on an accrual basis 
may not deduct the portion of a proposed excise tax assessment 
in the tax year, for which the partnership denied liability, and 
which by reason of subsequent settlement was never paid.— 
Frederick Godfrey v. Commissioner; Ellen Godfrey v. Commis- 
stoner, CCH Dec. 13,498(M). 


Deductions: Expenses: Allowance for automobile expense. 
—Where taxpayer failed to allocate the automobile expense 
incurred in the taxable years between personal and company 
use, Commissioner’s reductions of the deductions claimed there- 
for are sustained.—Atlanta Concrete Pipe Co. v. Commissioner, 


CCH Dec. 13,519(M). 
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Estates and trusts: Personal liability of fiduciary —Admin- 
istrators of decedent’s estate, who paid debts and distributed 
the assets of the estate without knowledge of a tax due the 
United States and without information that would charge 
them with such knowledge, are not personally liable for such 
tax under Sec. 3647 of the Revised Statutes, as amended. Irving 
Trust Company, 36 BTA 146, CCH Dec. 9684, followed. 
Giovaninni Terranova v. Commissioner; Amalia DiStefano v. 
Commissioner; Salvatore DiStefano v. Commissioner, CCH Dec. 
13,431(M). 


Gross income: Trust control retained.—On December 1, 
1938 taxpayer executed a trust agreement by the terms of 
which he transferred to himself as trustee 2,000 shares of 
common stock of the company of which he is principal stock- 
holder, president and treasurer, and one of its three directors. 
The trustee could, in his sole discretion, pay the income from 
the trust estate, or any part thereof, to or for the benefit of 
his wife during her lifetime. Payments from principal to the 
wife were limited to $3,000 in any one year. Upon the death 
of the wife the income of the trust was to go to charity, as 
was the principal upon the death of the settlor. Taxpayer 
expressly waived any right or power to revoke, alter or amend 
the trust. Loans, secured or unsecured, “regardless of the risk 
therein” could be made to any other trust created by the 
taxpayer. The Tax Court finds that the taxpayer remained 
substantially the owner of the trust corpus and accordingly 
should be taxed upon the trust income for 1939. William J. 
Katzberg v. Commissioner, CCH Dec. 13,432(M). 


Gross income: Refund of processing tax.—Taxpayer, a 
Nebraska corporation, made a payment to the Government in 
settlement, under Sec. 506, 1936 Act, of its unjust enrichment 
tax due over and above a refund or credit allowed on amounts 
paid as processing taxes in 1934 and 1935. In view of the refund 
or credit allowed, Commissioner assessed income tax deficien- 
cies against taxpayer, disallowing a part of the processing tax 
deductions taken for the taxable years. The Tax Court holds 
that in determining income tax liability the processing tax 
refund must be taken into account in the taxable years in which 
the said taxes were paid and deducted. E. B. Elliott Co., 45 
BTA 82, CCH Dec. 12,075, followed. The Rath Packing Co. v. 
Commissioner, CCH Dec. 13,433(M). 


Bureau Rulings 


[Tax on transportation of property: Amounts paid for use 
of truck and services of driver.] An amount paid for the use 
of a truck and the services of a driver for transporting property 
is taxable as ‘an amount paid for the transportation of prop- 
erty” under section 3475 of the Internal Revenue Code. The 
tax does not attach to the amount paid for the use of a truck 
where the truck is operated by the person to whom it is leased 
or by an employee of such person. M. T. 9, 1943-12-11458 
(p. 18). 


[Stamp tax on foreign insurance policies: “Deposit pre- 
miums”.] Where the premium to be charged for a foreign 
insurance policy can not be determined at the time the insurance 
is effected and the insured at that time deposits with the 
insurer an amount to cover the estimated premium for either 
a periodic adjustment period or the entire period, according 
to the terms of the insurance contract, the stamp tax does not 
apply to such deposit, but is payable with respect to the pre- 
mium actually calculated and charged at the end of each period 
for which a determination is required by the contract or policy. 
Stamps in payment of the tax incurred should be affixed to 
the premium receipt for each adjustment period. M. T. 12, 
1943-12-11461 (p. 20). 


Pay-As-You-Go Tax: Exact computation: Nearest dollar 
of income.—Where employers use the exact method of com- 
puting the amount of tax to be withheld, making the com- 
putation on the nearest dollar of wage payment, and the wage 
payment ends with an even half dollar, the wage is to be 
adjusted to the lower dollar. Special Ruling. 
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Withholding of income tax at source.—Interest and dividends 
paid during 1943 to non-resident.alien bondholders and stock- 
holders of the International Telephone and Telegraph Corpora- 
tion are not to be treated as income from sources within the 
United States, and such corporation is not liable for the with- 
holding of tax from any such payments during the calendar 
year 1943. Special Ruling. 


Intangible Drilling Costs 
(Continued from page 593) 

2. But the Bureau said that wells drilled as con- 
sideration for a lease did not come within the option 
granted by the Regulations. 

3. The courts upheld the Bureau. (See Hardesty 
v. Commissioner \* and Hunt v. Commissioner."®) 

4. There was often disagreement as to what wells 
were drilled as consideration for a lease. 

5. Operators could deduct intangible drilling costs 
on wells drilled under contracts, including cost-plus 
contracts (See Retsal Drilling Company v. Commis- 
sioner ‘*) ; but not including turnkey contracts. 

(b) The amendment to the Regulations and its likely 
effect on the decisions. 

1. All intangible drilling costs may now be de- 
ducted as expenses. 

2. This includes wells drilled as consideration for 
a lease. 

3. If the Commissioner follows the Regulations, he 
will not now make the contention that he made in 
Hardesty v. Commissioner and Hunt v. Commissioner, 
so cases of that type will not arise. However, it 
should be kept in mind that Judge Sibley said that 
the decision in the Hunt case is in the teeth of the 
Regulations. (Even though the Regulations per- 
mitted the deduction, he thought the decision denying 
the deduction was correct.) There is no doubt that 
the amendment to the Regulations now clearly per- 
mits the deduction, but Judge Sibley would still prob- 
ably adhere to the opinion that a well drilled as 
consideration for a lease is a capital expenditure and 
any regulation permitting it to be treated as an ex- 
pense is invalid as contrary to Section 24(a) (2) of the 
Internal Revenue Code. 


4. Ifthe Bureau follows the amendment to the Reg- 
ulations and agrees that the option now applies to 
all wells, there should be no more arguments as to 
whether or not a particular well has been drilled as 
consideration for a lease. 


5. Operators can now deduct all intangible drilling 


costs as to all wells even including those drilled under 
turnkey contracts. 





15 127 Fed. (2d) 843. 
16 135 Fed. (2d) 697. 
17127 Fed. (2d) 355. 













































































































































































































































































































































































































































































































































Tax Hearings: The hearings before the Committee 
on Ways and Means on revenue revision are now 
closed. Mr. Arch B. Taylor, secretary of Taylor 
3ros., Inc., Winston-Salem, N. C., 
in reply to the Chairman’s question; 

“Has the withholding tax of 20 per- 

cent above exemptions had any effect 

on the stability of your labor, and if 
it were increased from 20 percent to 

30 percent would that in any way 

complicate your labor situation?” 

stated, * * * “It has increased absen- 
teeism considerably. Some of these 
workers after they have made enough 
during the week to get up to the line 
where the next day’s work would put 
them over in the tax bracket, they 
just stay home. They say Uncle Sam 
is paying me for this day’s work.” 

Those in favor and those opposed to the various 
forms of taxation have been patiently heard and their 
writings accepted for publication in the Committee’s 
record. A Revenue Bill this year is doubtful. 

Treasury Recommendations: 

(Effective January 1, 1944, except as indicated) 
Repeal Victory tax. 

Repeal earned income credit. 

Reduce exemptions for married persons and heads 
of families from $1,200 to $1,100, lower the depend- 
ent credit from $350 to $300, the single person 
exemptions remaining unchanged. 

Increase surtax rates throughout the scale. 
Extend withholding to salaries and wages in excess 
of the first bracket surtax net income to collect 
substantially the full liability with respect to the 
higher salary and wage brackets. 

6. For 1943, change the Victory tax to accord with 
the assumption that all post-war credits are taken 
currently. 

A post-war credit to apply primarily at the lower 
levels of income is suggested as a possibility for the 


ished. 


missioner. 


New Tax bills: 


wre — 


wn 





Tax Hearings: Committee con- 
tinues to gather tax testimony. 

Treasury Recommendations: A 
summary of proposals regard- 
ing individuals. 

Supreme Court: Action on 
Louisiana community property 
case postponed. 

Salesmen’s Commissions: May 
not be deductible. 

Amortization: Practically abol- 


Internal Revenue: A new Com- 


lief applications. 
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Committee’s consideration. One suggestion is to re- 
fund $2.27 billion. The other is to refund $3.51 billion. 
The post-war credit resulting in a refund of $2.27 
billion is as follows: 50 percent of the 
first $50 of tax, plus 25 percent of the 
next $50, plus 5 percent of the balance, 
with a maximum credit of $250. The 
post-war credit resulting in a refund 
of $3.51 billion is as follows: 50 per- 
cent of the first $50 of tax, plus 25 
percent of the next $150 of tax, plus 
10 percent of the balance, with a 
maximum credit of $400. 

Supreme Court: 

The United States Supreme Court 
acted on three estate tax cases. It 
denied certiorari in two of the 
cases, namely, in the First Trust & 
Deposit Co. and the Norris cases. 
The first of these cases involved a transfer held by the 
Second Circuit Court of Appeals to have been made 
in contemplation of death, because it was inspired 
solely by decedent’s desire to escape estate taxes. The 
Norris case was concerned with whether certain 
language in decedent’s will created a precatory or a 
mandatory trust for charitable purposes. The Seventh 
Circuit Court of Appeals denied a charitable deduction 


for estate tax purposes, finding that the trust was 
precatory. 


Section 722 re- 


In the third case, an appeal from the Louisiana 
Supreme Court in Flournoy v. Wiener et al., further 
consideration of the question of jurisdiction was post- 
poned to a hearing on the merits wherein it will be 
determined whether Sec. 402(b)(2) of the Revenue 
Act of 1942 is unconstitutional when applied to the 
community property of a Louisiana decedent and his 
wife. Sec. 402(b)(2) requires the entire value of a 
community estate to be included in the estate of a 
decedent when his surviving spouse fails to show 
that part of the property was originally hers. The 
(Continued on page 624) 
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(Continued from page 610) 

panies selling at prices even below liquid asset value. 
There is ordinarily a good reason for this public appraisal, 
such, for instance, as the lack of prospective earnings, 
or bad management, or a declining industry, or a com- 
bination of factors. The point is that in the judgment 
of buyer and seller in an arm’s length transaction, the 
fair market value of a company’s stock is often sub- 
stantially less than the value of its net assets. In such 
a case, tax officials will necessarily disregard the com- 
pany’s net assets and value its securities at their actual 
market prices. 

Obviously, similar procedure cannot be followed in 
the case of the smaller company for whose securities 
there is no market. In such case, the value of a com- 
pany’s stock is usually arrived at by valuing its assets 
and adding an amount for goodwill on some formula 
basis. Frequently, that results in valuing the securities of 
a small company out of all proportion to that of the 
larger listed company. 

(3) The partnership or individual business report- 
ing on the instalment basis of accounting is discrim- 
inated against by the 1942 Revenue Act, in spite of the 
fact that that Act is perhaps one of the fairest and most 
considerate of recent Revenue Acts. In it Congress 
recognized the severity of the tax rates and the need 
for softening the impact by extending special treat- 
ment to income of an extraordinary nature, particularly 
if such income could be properly ascribed to earlier 
years when tax rates were considerably lower. 

In the case of instalment sales by a corporation, 
Congress in effect provided that where collections are 
now being made for sales consummated in earlier years, 
the profit from such collections above what would 
ordinarily have been the case, shall not be subject to 
the excess profits tax. In view of war time restrictions 
placed upon instalment selling and the acceleration of 
collections from sales previously made, it was felt that 
such taxpayers would involuntarily realize dispropor- 
tionate taxable income in shorter periods of time than 
would otherwise have been the case. From this, cor- 
porations were given appropriate relief, but no similar re- 
lief was extended to individual or partnership businesses. 

Perhaps it was not realized that the bunching up of 
income in any one year to an individual or a partner- 
ship, through the operation of progressive surtaxes, 
has the same effect as making such income subject to 
excess profits tax to a corporation. Actually, that is 
the effect. The same kind of relief that was extended 
to corporations should therefore in all fairness be 
retroactively extended to individuals and partnerships. 

(4) The 1943 Tax Payment Act required returns 
and tax payments from individuals on September 15, 
1943, based upon an estimate of income for the entire 
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year. A wrong estimate can be corrected by Decem- 
ber 15, 1943, but if the tax paid by then is less than 80% 
of that ultimately found to be due on the final return 
next March, a rather severe penalty applies. I believe 
the penalty is ill advised in the light of the radical 
changes made by that Act in the method of reporting 
and collecting taxes. A guess as to future income is at 
best a guess, but is especially difficult in the case of a 
small business which ordinarily has no means of as- 
certaining its net profit for the year until a physical 
inventory is taken. That is usually done when the 
yearisover. Inthe meantime, it seems cruel to impose 
a penalty for a wrong guess. The penalty should be 
retroactively removed and stay removed until people 
have had a better chance to adjust themselves to these 
radically new requirements. 

Then, there are a number of other provisions in 
which the need for correction on the ground of fairness 
would seem self-evident. Whatever may have prompted 
their inclusion in the first instance, they should not 
exist where income is taxed at any such rates as is the 
case today. I shall mention only a few of them: 

(1) The two-year carry-back and carry-forward 
provisions are necessarily relief provisions. They 
recognize that in these most abnormal times, the 
profits of any one year cannot possibly be a fair basis 
for taxing a business. The idea of these relief provi- 
sions, therefore, is that a loss in any one of the two 
years immediately following a profit year can be car- 
ried back and used to reduce the tax paid fur such 
profit year. If not so fully utilized, the balance can 
then be carried forward for two years. 

That, of course, is all to the good, and possibly the 
two-year provision was good enough for 1942, since it 
permitted a loss to be carried back to 1940, the first 
excess profits tax year. It will not, however, be good 
enough hereafter. A loss in 1944 can be carried back 
only to 1942, not to 1941. But why should not the 
entire war period be recognized as one, so that losses 
incurred in any war year and for two years thereafter 
can be offset against the profit of any other war year? 
Such an arrangement would seem to be but common 
justice in the light of the extreme tax rates imposed 
on the income of a single year. 

(2) In somewhat the same class are the amortiza- 
tion provisions. Originally, we provided for a five- 
year period within which to write off a war plant. That 
was based upon an estimate of a five-year war duration 
The idea was to encourage the taxpayer to increase 
war facilities through a liberal deduction allowance 
for income and excess profits tax purposes. As the 
war period shortens, however, the amortization period 
does not also shorten but instead remains constant. If 
it was true in 1940 that we based the amortization pro- 
visions on the assumption that the war would be over 
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in five years, then any war expenditures made today 
should be amortized over what is left of the five years. 
Retaining the original five-year provision under these 
circumstances is not only inequitable, but is an obvious 
impediment to production of war facilities. 

(3) In the case of a cash basis taxpayer, the present 
treatment of state income taxes frequently results in 
distortion of federal tax liability. It is, for instance, 
possible for a taxpayer to have to pay more than 100% 
of his income in federal and state income taxes on part 
or even all of his income. The maximum over-all rate 
to an individual is 90%, with a top rate of 93%, but 
some states impose income taxes at rates as high as 
15%. Obviously, unless the state tax is itself deductible 
in the same year for federal income tax purposes, more 
than 100% tax may have to be paid on the same 
income. It is no answer that the state tax on this 
year’s income can be deducted next year, when paid. 
Whether or not that is so will depend upon whether 
the taxpayer has a large enough income next year from 
which to make the deduction. Otherwise, he loses the 
benefit of part or all of the deduction. The way to 
remedy this is to permit state and local income taxes 
to be deducted in the same year in which the income 
is taxed by the federal government, whether the tax- 
payer is on a cash or on an accrual basis. 

(4) Our excess profits tax law still treats 95% of 
the average base period income as the excess profits 
tax credit. Congress very carefully selected four years 
that are supposed to represent a fair measure of normal 
profits for American business. Only earnings above 
that were to be taxed at 90% as excess profits. Yet, 
after the average earnings for these four years is care- 
fully arrived at, the taxpayer now gets credit for only 
95% of the average. No taxpayer will ever be con- 
vinced that this is playing fair. The 95% provision 
initially found its way into the law by a compromise, 
for which there was no apparent basis other than the 
immediate need to compromise. Nevertheless, it has 
so remained in the law ever since, although the law 
itself has been rewritten several times. 

Extremely high taxes will be with us for a long 
time. Never was taxpayer good-will more urgently 
needed. Our tax laws should therefore be fine combed 
with a view to simplification and the elimination of 
unfair and inequitable provisions. 
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Washington Tax Talk 


(Continued from page 622) 


Louisiana Supreme Court held that the section was 
unconstitutional. 


Salesmen’s Commissions: The Treasury Depart- 
ment maintains its position respecting the stabiliza- 
tion of sales commissions at the dollar volume for the 
base year. The Treasury requires approval before 
increased sales commissions can be paid even though 
the rate has not been changed, but allows a rate in- 
crease to be made without approval if the base year 
dollar volume is not exceeded. 

The War Labor Board, on the other hand, continues 
to hold that any change in the commission rate re- 
quires approval, but that increased payments due to 
increased sales do not require approval. 

Thus employees subject to the jurisdiction of the 
War Labor Board or the Treasury Department face 
different rules in the same situation. Moreover there 
appears to be some conflict over jurisdiction which 
further confuses the general situation. The Treasury 
is expected to issue a clarification of its position but 
will continue to require approval of increased sales 
commissions subject to its control. 

In the meantime the Commissioner issued a release 
granting employers general approval to pay, without 
formal application, any commissions due to employees 
for September or October, in all cases in which neither 
the rate of commission nor the amount of any other 
compensation has been increased since October 2, 


1942. 


Amortization: An amendment of the regulations 
under Code Sec. 124, approved by the President on 
October 5, 1943, has practically abolished the deduc- 
tion of amortization on war facilities begun or 
acquired on or after October 5, 1943. Previously filed 
applications for necessity certificates are not affected. 
Following is the text of the amendment: 

The construction, reconstruction, erection, installa- 
tion, or acquisition of a facility shall not be deemed 
necessary unless (1) the beginning of the construction, 
reconstruction, erection, installation, or the date of 
acquisition of such facility was prior to October 5, 
1943; or (2) an application for a necessity certificate 
describing such facility was filed before October 5, 
1943; or (3) the Secretary of War or the Secretary of 
the Navy, in exceptional cases, has determined prior 
to the beginning of such construction, reconstruction, 
erection, installation, or the date of such acquisition 
that there is a shortage of facilities for a supply re- 
quired for military or naval uses and that it is to the 
advantage of the government that additional facilities 
for such supply be privately financed. 


(Continued on page 635) 
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Economic Effects of a Corporate 
Income Tax 
(Continued from page 601) 

Provision in the 1939 Revenue Act for a two-year 
carry-over of prior-year losses eliminated most of this 
discrimination. Statistical data are not yet available 
to determine whether the inability of some firms to 
balance out losses against profits over a three-year 
period still constitutes somewhat of a discrimination 
among lines of business. 


Size Discrimination '® 


Since 1935 the federal income tax rate schedule has 
set lower rates for corporate incomes under $25,000 
than for larger incomes. The primary intent of this 
provision was to assist “small” business. Incidentally, 
it also serves to offset somewhat the discrimination 
of the income tax against incorporated and in favor of 
unincorporated enterprise, and also the discrimina- 
tions against risk enterprises and those with fluctuat- 
ing income. 

As a stimulant to small concerns in their competi- 
tion with large enterprises, the small-income rate 
reduction operates very imperfectly. For one thing, 
an income under $25,000 does not necessarily indicate 
a “small” corporation; it may also be the sign of a 
“large” corporation that has had a poor year. How- 
ever, it is true that all “small” corporations with 
incomes normally under $25,000 benefit from the lower 
rates, while only occasional “large” corporations can 
take advantage of this provision. But lower income 
tax rates for “small” corporations do not give them 
any competitive advantage in their struggle with 
larger enterprises. The net income on which dif- 
ferentiated tax rates are imposed is the end result of 
competitive struggle, not a causative factor in it. If 
the competitive advantages of large enterprises in 
any line are such that the smaller concerns can not 
operate at a profit, lower income tax rates are not 
going to aid the small concerns. 

The rate reduction on corporate incomes under 
$25,000 also serves to offset to some extent the dis- 
crimination against incorporated enterprises and in 
favor of. unincorporated concerns. Were the rate of 
the corporation tax a flat one, the difference in the 
corporation and personal income tax burdens on in- 
corporated and unincorporated concerns respectively 
would be increasingly greater the lower the con- 
cern’s income, since the lower-bracket rates of the 
personal income tax schedule would apply and the 
effect of the personal income tax exemption would 
be more marked. Lower rates for corporate incomes 





* Consideration has been given to this topic by the following 
studies: Hynning, op. cit., p. 38; R. Magill, ‘‘Paying for the War,” 
Washington Post, 8/19/42. 
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under $25,000 thus relieve this discrimination where 
it would be aggravated. In the few cases where the 
discriminatory corporation tax burden might other- 
wise be a determining factor in discouraging incor- 
poration, the lower rates on small corporate incomes 
may exercise some regulatory effect in promoting 
incorporation. 


The small-income rate reduction also tends to offset 
somewhat the discrimination, previously noted, against 
venture enterprises and those with widely fluctuating 
incomes. Ventures involving risk are more often 
undertaken by “shoestring” concerns than by large 
enterprises operating in an established field. If these 
“shoestring” ventures prosper, their first returns may 
be within the $25,000 figure and still represent a 
“jackpot” profit on the investment involved. The 
lower rate on such profit helps to maintain the lure 
of the “jackpot” for other “shoestring” adventurers. 


Effects of the Depreciation and 
Obsolescence Deduction 


If deductions taken under the corporation income 
tax for depreciation and obsolescence coincided exactly 
with the actual capital consumption resulting from 


St. Louis Collector to Be Helvering’s Successor 


Robert Hannegan, the Collector of Internal Revenue 
for the Eastern District of Missouri, has been nominated 
for the office of Commissioner of Internal Revenue. Sen- 
ate confirmation of the nomination was made October 6 
and on October 9 Mr. Hannegan was sworn in as Com- 
missioner of Internal Revenue. The Senate has con- 
firmed the nomination of Guy T. Helvering, the present 
Commissioner, as judge of the U. S. District Court, 
District of Kansas. 
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these factors, the deduction would exercise no regu- 
latory effect. But calculation of the deduction by the 
taxpayer and its allowance by the tax administration 
are based on estimates which may vary considerably 
from actual capital consumption. Accounting prac- 
tice leads to certain consistent variations between 
estimate and reality, and actual and expected in- 
creases of tax rates provide inducements to further 
temporary aggravations of the variation. So in prac- 
tice this provision of the corporation income tax 
exercises some distorting influence on the national 
economy. 

Conservative accounting practice dictates that the 
life of a capital property should be underestimated 
rather than overestimated—that depreciation and 
obsolescence allowance should exceed rather than 
fall short of actual prorated dissipation of capital 
value.** The opportunity to reduce current taxes 
buttresses the accountants’ tendency to exaggerate de- 
preciation and obsolescence. Of course, subsequently 
tax liability will be increased when a capital item has 
been fully depreciated but still produces an income, 
but such considerations of the future suffer a heavy 
discount in business calculations. Thus the deprecia- 
tion and obsolescence allowance tends to aggravate 
a general tendency to accumulate excessive depreciation 
and obsolescence reserves. The excess of such reserve 
accumulation over capital consumption actually oc- 
curring through depreciation and obsolescence con- 
stitutes a form of corporate saving. In this respect, 
the corporation income tax to a slight extent promotes 
corporate saving.’’ Rapid writing down of asset 
values to nominal figures may often constitute an 
inducement to early replacement, thus to some extent 
promoting new capital creation. 

Whereas the general tendency is to overestimate 
depreciation and obsolescence for accounting and tax 
purposes, there is evidence that small enterprises tend 
to underestimate this factor. Thereby they maintain 
their reported capitalization and their nominal income 
at an illusory high figure, which is comforting to the 
owners and helps maintain better credit rating. Small 
corporations thus do not take as full advantage of the 
depreciation and obsolescence deduction as do large 
enterprises. If these small corporations maintained 
a long-term stable position, they would subsequently 
gain through obsolescence adjustments what they 
initially lose through undercalculation of deprecia- 
tion. But mortality is much higher among small 
enterprises than among large ones; a large proportion 
of the small corporations do not last long enough to 
reap the future benefit of their current underestima- 





% Ignoring, however, the possibility that a substantial deprecia- 
tion reserve May constitute an insufficlent replacement allowance 
if a sharp rise in capital goods prices intervenes. 

it As indicated later, in other and more substantial ways it checks 
investment and savings. 
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tion of depreciation. 


Thus the depreciation and 
obsolescence deduction provision of the corporation 
income tax tends to discriminate against small 
enterprises. 


Effects of the Consolidated Return and 
Intercorporate Dividend Provisions 

If affliated corporations are permitted to file con- 
solidated returns, and intercorporate dividends are 
exempt, a tax advantage is added to the other advan- 
tages of corporate consolidation. Within the consoli- 
dated returns, losses of some affiliates may be offset 
against the gains of others, thus assuring the consolli- 
dation the full benefit of loss deduction, whereas 
independent enterprises can take such deductions only 
if a prior-year loss provision exists and they come 
within its scope. If consolidated returns are not per- 
mitted and if intercorporate dividends are fully or 
substantially taxed, corporate consolidations suffer a 
tax discrimination. 

Since 1935 consolidated returns have been permitted 
only to railroads and certain other specified organiza- 
tions, and intercorporate dividends have been taxed 
on 15 per cent of their amount. This arrangement 
probably involves a slight discrimination against con- 
solidation. The disadvantage is so slight, however, 
that it is probably not a significant controlling factor 
in corporate integration. 


Effects of Capital Gains Taxation 

The charge made against the capital gains provision 
in the personal income tax—that it discourages sales 
of capital assets during a time when capital gains 
would be registered, and thereby contributes to capital 
inflation during such periods—whether or not it is 
sound with respect to this tax, can not be levied 
against the capital gains provision of the corporation 
income tax. In the first place, business corporations 
engage in speculative dealings in capital assets less 
frequently than do individuals. Secondly the flat rate 
of the corporation tax for enterprises with incomes 
over $25,000 does not pyramid the tax burden on a 
long-term capital gain taxed as of a single year, as 
occurs with the progressive rate of the personal tax. 

Thus there is no reason for believing that the capital 
gains provision of the corporation income tax exer- 
cises any noteworthy regulatory effect on the capital 
transactions markets, or on the national economy. 


Influence on Corporate Financing Policy '® 

Since interest is a deductible cost under the corpora- 
tion income tax, an advantage is given to corporations 
that pay part of the return on their capital by interest 
instead of by dividends. Other considerations gener- 





18 Consideration has been given to this topic by the following 
studies: Butters, op. cit., Ch. VI; Hynning, op. cit., p. 117; Magill. 
loc. cit. 
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ally outweigh this tax element in determining cor- 
porate finance policy, but there is evidence that it 
sometimes influences the choice between a preferred 
stock or a bond issue. This possibility of tax minimi- 
zation is open, for the most part, only to large cor- 
porations, and especially to those in the railroad and 
public utility fields. But possibly it may also induce 
owners of closely-held corporations to establish the 
capital structures of their enterprises on the basis of 
participating income bonds rather than equity shares. 

An advantage of a different sort is given to preferred 
stock, since dividends on certain types of preferred 
issues are net of any reduction of the corporation’s in- 
come by income tax, thus throwing the entire burden 
of the tax on the common stockholders’ dividends or 
their equity in undistributed profits. Relative profit 
or loss on common shares is always aggravated if fixed- 
yield senior obligations are outstanding. The corpora- 
tion income tax produces an aggravated reduction of 
profit for such shares. Thereby it influences the bal- 
ance of considerations in favor of financing by bonds 
and against financing by preferred stock. 


Influence on Dividend Distribution 


It is important for two reasons to determine the in- 
fluence of the corporation income tax on dividend 
policies. First, any such effect is a factor in the distri- 
bution of the burden of the tax among individuals in 
various income classes. Second, it is a factor in the 
influence of the tax upon consumption expenditure, 
saving, and the creation of new capital. The second 
consideration is the one that interests us in this study. 

We know that some corporations, like American 
Telephone and Telegraph Co., maintain fixed dividend 
policies which they adhere to through all but the most 
violent fluctuations of net income. We know that at 
the other extreme there are corporations with rigid 
debt commitments or expansion policies, that for long 
periods retain a fixed amount of their income each year 
as undistributed profit, and distribute only the re- 
mainder, if any remainder exists, as dividends. There 
are other corporations that maintain a policy of dis- 
tributing a fixed proportion of income as dividends, 
and retain the balance. In many small “closed” cor- 
porations, the officer-stockholders take out in salaries 
and dividends what they need for their personal ex- 
penses, and leave the rest in the corporation for 
expansion. In still others, the dividend decision is 
made afresh each year by the directors, taking into 
consideration expansion possibilities, contingencies, 
and the stockholders’ desire for dividends. 

In each of these cases the effect of an increase or 
decrease of the corporation income tax rate is differ- 
ent. But it may be concluded that, in general, where 
dividends are the rigid element, the effect of the tax 
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will be exclusively or primarily upon undistributed 
profits. Where profit withholding involves distinct 
elements of inflexibility, the effect of the tax will be 
primarily upon dividend distributions. 

Many factors influence dividend policies, and few 
data on their operation are available. The general be- 
havior of dividend distributions and profit withholding 
over the past two decades would indicate that, with 
respect to the wide variations in corporate income 
produced by the business fluctuations of this period, 
dividend distributions are the more inflexible element 
and retention of corporate profit the more elastic.’® 
But these reactions of corporate financial policy to 
wide cyclical variations in corporate profit do not war- 
rant the conclusion that corresponding reactions 
would be made to the more moderate variations in 
corporate profit caused by changes in the corporation 
income tax rate. It would seem a fair presumption, 
however, that since a large group of corporations 
maintain dividend distributions even in the face of 
cyclical net losses, in the short run they would adhere 
all the more rigidly to such dividend policies in the 
face of a moderate tax change that influenced the 
amount of net profit after taxes, but did not convert a 
net profit into a net loss. A substantial change in the 
corporation tax rate—an increase or decrease of the 
rate by 25 per cent or more in the space of a few years 
—might, however, shake the rigidity of even the most 
rigid dividend policies, and so exercise a substantial 
or even a primary effect on dividend distributions. 





® The coefficient of variation of such dividend distributions for 
the period 1925 through 1938 was 25; that for undistributed cor- 
porate profits was 236. 


Sweepstakes Winners 


Harry Kanelos and Aristedis Radopolis, natives of 
Greece but residing here, jointly purchased an Irish 
Sweepstakes ticket for $2.50 and agreed to divide any 
winnings. 

The ticket proved to be a winner entitling taxpayers to 
receive $137,986.25. Taxpayers took the letter notifying 
them of their good fortune to an attorney who, when 
two banks refused to be responsible for loss in the 
transmittal of the ticket to Dublin, advised taxpayers 
that all three should go to Dublin and obtain the money. 
Taxpayers orally agreed to pay all expenses of the trip 
and that each would pay the lawyer $1,000 for his services. 


The entire trip took 23 days and cost $2,218, including 
fare, hotel, food, drinks and tips for all three, which 
taxpayers shared equally. Upon their return the lawyer 
for the first time demanded that each taxpayer pay him 
$12,000. Taxpayers each paid him $9,000 when he threat- 
ened to cause them trouble. 


The Tax Court holds that reasonable compensation 
for the attorney’s services did not exceed $2,000. This 
amount, plus the expenses of the trip, are hdld to be 
ordinary and necessary expenses under the “peculiar” 
facts here and allowable. The excess amounts paid the 
attorney are disallowed—TC Memo Opinion. CCH 
Dec. 13507(M). 
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The rigidity of dividend policies that was the basis 
of the above analysis is necessarily a short-term factor. 
If a long view of the future indicates that anticipated 
profits will consistently be insufficient to cover an 
established dividend and allow some surplus over for 
reasonable expansion, a corporate board must perforce 
establish a new, lower dividend rate. A corporation 
tax rate expected to continue for an indefinite term is 
a determining factor in a long-range expectation of 
corporate profit available for dividend distribution. 
While its effect on dividend policies may not be im- 
mediate, in time it must be given full consideration. 
Thus a lasting change in the corporation tax rate is 
likely to have a long-term effect on dividend policies. 
It may well affect dividend distributions more than 
retentions of corporate profit. 


If extraneous circumstances—general recognition 
that corporate profit levels have changed, as occurred 
in the early 1930's, or the complete dislocation of profit 
expectations such as resulted from war developments 
in 1941 and 1942—upset established corporate divi- 
dend policies, a corporation tax change occurring at 
such a time is likely to be taken into consideration 
immediately in the voting of dividends. From this it 
must not be assumed, however, that the entire effect of 
the tax change is necessarily upon dividends. Such 
may be the case; such probably was the case in 1932, 
when an increase in the corporation tax rate coincided 
with a review and readjustment by many concerns of 
previous fixed dividend policies. But should a favor- 
able change in profit expectations be accompanied by 
a desire to accumulate substantial reserves against 
the contingencies of a future grown more uncertain, as 
was the case for many corporations in 1941 and 1942, 
the decision may be to make no increase in dividend 
distributions but to cover all the extra profits into sur- 
plus. In such case the effect of a corporation tax 
increase, particularly if it is expected to be temporary, 
is almost entirely on undistributed profit. 


Influence on Saving and Investment 2° 


Any consideration of the influence of any tax on the 
nation’s saving and consumption expenditure must be 
subject to two qualifications: 

(1) any other tax that might be substituted to raise 
the same revenue would also influence saving and ex- 
penditure; the significant issue is the relative effects 
of the tax under consideration compared to the effects 
of likely alternative taxes. 


(2) expenditure of the funds derived from the tax 
under consideration also exerts an influence on saving 





* Consideration has been given to this topic by the following 
studies: J. W. Angell, Investment and Business Cycles (1941), 
pp. 278, 299-300; H. G. Brown, The Economics of Taxation (1924). 
p. 190; Williams, op, cit., pp. 216-217, 
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and consumption expenditure, offsetting to a varying 
extent the effects of the tax. 

To appraise fairly the effects of the corporation in- 
come tax, we would have to take into consideration 
the effects of all other forms of taxation available to 
the federal government and the effects of federal ex- 
penditure from year to year. This is impracticable in 
the present study. The question of the influence of 
federal expenditures, financed in part by the corpora- 
tion income tax, on saving and consumption in normal 
times and in war times is simply shelved. At the close 
of this section, a brief comparative statement is made 
of the effects of some other taxes. 


Influence on Corporate Saving 


We have noted that changes in the corporation in- 
come tax rate tend to have an immediate effect on the 
retention of corporate profit. For a while, therefore, 
each increase of the federal corporation income tax 
rate during the 1920’s may be assumed to have reduced 
somewhat the corporate savings that were being made 
during this period, and each rate increase during the 
1930’s, except that of 1932, probably added somewhat 
to the corporate dissaving that occurred during this 
decade. But after a lag, the effect of these tax rate 
changes probably shifted to dividend distributions, 
and corporate saving or dissaving was reestablished 
at a pattern little influenced by the tax. The 1932 tax 
increase, which occurred at a time when corporation 
dividend policies were being generally revised, 
probably entered immediately into dividend consid- 
erations, and exerted little effect on the course of 
corporate saving.”! 

The 1941 and 1942 corporation income tax increases 
also came at a time when corporate financial policies 
were generally dislocated. For many concerns, profits 
were bevond all previous imagining, but the increased 
income and excess profits taxes left many of them little 
better off than before. A general conservative attitude 





71 Corporate saving and dissaving from 1922 through 1938, and 
their reduction or increase by income tax rate changes during this 
period. are estimated as follows: 

(Amounts in millions) 
Reduction 





Increase 
or or 
Increase Reduction 
Corporate (—) of Corporate (—) of 
Year Saving Corporate Year Dissaving Corporate 
Saving Dissaving 
1922 $1,746 $116 1930 $4,247 $—45 
1923 2,528 94 1931 7,327 — 
1924 1,574 44 1932 8,091 
1925 2,957 | 1933 4,480 
1926 2,335 102 1934 2,485 
1927 1,115 61 i} 1935 1,253 
1928 2,400 33 1936 799 47 
1929 2,157 —112 ; 1937 960 32 
| 1938 1,742 11 


(Data on corporate saving and dissaving from M. Taitel, Profits. 
Productive Activity and New Investment, Temporary National Eco- 
nomic Committee Monograph No. 12 (1941), p. 45. Effect of the 
tax changes calculated by taking fraction of tax yield attributable 
to rate change and apportioning it, on certain arbitrary assumptions 
of diminishing influence, between effect on dividend payments and 
effect on corporate surpluses. ) 
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toward dividend declarations was prevalent. We can 
not say, however, whether this conservatism would 
have prevailed had the two taxes not absorbed a sub- 
stantial, and in some cases a major, part of corporate 
profit. Yet without this knowledge it is impossible to 
determine whether the two taxes were reacting pri- 
marily upon dividend distributions or upon corporate 
accumulation. We can only deduce that the two taxes 
influenced both utilizations of corporate income, with 
possibly somewhat more effect on dividend policies 
than would be true of tax increases in more normal 
times when changes in corporate income (before 
taxes) are more moderate and dividend policies are 
more rigid. 


Influence on Dividend Savings 


To whatever extent corporation income tax changes 
have either short-term or long-term effects on divi- 
dend distribution, they influence both saving and 
consumption expenditure. Any particular individual 
may save entirely, or spend entirely, or partly save 
and partly spend, a marginal item of income such as 
dividend receipts. But aggregates of individuals save 
progressively larger proportions of a marginal item of 
income, the higher their income brackets.” 

Dividend income is concentrated in the higher in- 
come brackets.*%* Therefore a higher proportion of 
dividend income is saved than of other income ele- 
ments. One calculation places the saving of dividend 
income through the 1920’s and 1930’s at 41 to 47 per 
cent,** whereas the average saving out of private in- 
come is around 10 per cent. It would seem to be a fair 





2 The proportion of saving out of individual income in 1935-1936 
for various income classes is estimated as follows: 


Income Per Cent of Income Per Cent of 

Class Income Saved Class Income Saved 
Under $1,250 dissaving $ 3,000-$ 4,000 16.1 
$1,250- 1,500 1.9 4,000- 5,000 21.2 
1,500- 1,750 4.2 5,000- 10,000 29.8 
1,750- 2,000 5.8 10,000- 15,000 38.9 
2,000- 2,500 8.9 15,000- 20,000 40.2 
2,500- 3,000 12.0 || Over $20,000 50.8 


Average—10.1% 
(From National Resources Committee, Consumer Hapenditures in 
the United States (1939), Table 19A, p. 83.) 


3 Relative distribution of incomes and dividend receipts by income 
classes in 1938 is indicated by the following tabulation: 


Per Cent Per Cent Ratio of 
Distribution Distribution of Reported 
Income Class of Reported Reported Divi- Dividends to 
(000 omitted) Income, 1938 dends, 1938 Income, 1938 
Under $214 7 17.6 8.1 
$24- 5 35.9 14.9 5.2 
5- 10 14.7 14.4 12.3 
10- 25 11.1 19.2 21.9 
25- 50 4.9 12.6 32.6 
50- 100 2.7 9.0 42.0 
100- 150 9 3.4 46.9 
150- 300 9 3.6 50.5 
300- 500 5 2.2 60.4 
500- 1,000 5 | 38.9 
Over $1,000 6 1.6 32.3 
Total 100.0 100.0 12.6 


(Calculated from data in Statistics of Income for 1938, Pt. I, 
Pp. 123, 128, 129, 198 and 202.) 
*M. Taitel, Profits, Productive Activity and New Investment, 


Temporary National Economic Committee Monograph No. 12 (1941), 
DP. 63. 
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conclusion that, to the extent that corporation income 
tax changes influence dividend distributions,. their 
influence is directed somewhat less than half upon 
saving, and somewhat more than half on consumption 
expenditure. By reducing dividends, and thereby re- 
ducing saving from dividend income, the corporation 
income tax influences national saving far more pro- 
foundly than through its effect on profit retention.?* 


Effect on Investment 


While a correlation exists between creation of new 
capital on the one hand and previous profits and cur- 
rent income on the other,”® it is generally accepted that 
business investment in new capital is conditioned by 
expectations of future profit. A corporation income 
tax, to the extent that it bears not only on the quasi- 
rents that are not generative of investment but also 
upon the basic strata of profits that constitute the 
inducement for the venture of new capital creation, 
reduces such expectations. The heavier the rate of the 
tax, the more substantial is such reduction of expecta- 
tions. The conclusion is inescapable that a corpora- 
tion income tax is a deterrent to new business 
investment,” and if the rates are high it is a powerful 
deterrent to such investment. 

This retardation of business investment exercises 
two related influences on our national economy. First 





2 Private savings from 1920 through 1938, and the reduction that 
resulted from the effects of the corporation income tax on corporate 
profit retention and dividend reduction, are estimated as follows: 

(Amounts in millions) 


. Reduc- 
Cor- tion of 
porate Reduc- Reduc- Total Con- Proportion of 
Income tionof tionof Total Net sump- Tax Reducing 

Tax Corpo- Divi- Reduc- Pri- tion Con- 

Re- rate dend tionof vate Expen- Sav- sump- 
Year ceipts Saving Saving Saving Saving diture ing tion 
1920 $ 637 ee $269 $269 $9,400 $428 42.2% 47.8% 
1921 366 ree 154 154 2,300 212 42.1 47.9 
1922 775 $116 277 393 3,600 382 50.7 49.3 
1923 937 94 375 469 7,000 468 50.1 49.9 
1924 882 44 377 421 4,100 461 47.7 52.3 
1925 1,170 eae 544 544 7,600 626 46.5 53.5 
1926 1,230 102 526 628 7,100 602 5.4 48.9 
1927 1,131 61 500 561 5,900 570 49.6 50.4 
1928 1,184 33 539 572 5,500 617 48.3 51.7 
1929 1,193 —112 612 500 7,800 693 41.9 58.1 
1930 712 — 45 352 307 2,100 405 43.1 56.9 
1931 399 — 8 187 179 — 300 220 44.9 %.4 
1932 286 2 130 130 —3,300 156 45.5 54.5 
1933 416 ; 187 187 —3,500 229 45.0 55.0 
1934 588 Te 259 259 —4,600 329 44.0 56.0 
1935 710 ‘ 310 310 2,500 400 43.7 56.3 
1936 1,170 47 463 510 7,600 660 43.6 56.4 
1937 1,233 32 507 539 5,900 694 43.7 56.3 
1938 854 11 354 365 3,000 489 42.7 37.3 


(Corporation income tax receipts from Statistics of Income for 
1938, Pt. II, p. 47; reduction of corporate savings from footnote 
table 21; reduction of dividend savings from calculation derived 
from data in Profits, Productive Activities and New Investment, cit. 
supra, p. 63; total net private saving from Simon Kuznets, National 
Income and Its Composition, National Bureau of Economic Research 
(1941), Vol. I, p. 276.) 

26 See M. Ezekiel, ‘‘Saving, Consumption and Investment,"’ Ameri- 
can Economic Review, Vol, XXXII, June 1942, pp. 272-307. 

27 As a qualification, it should be noted that expectations of future 
profit from investment in capital items that reduce the costs of 
existing industrial or distributive processes are of a different char- 
acter from those looking to profit from new ventures: Because of 
the greater certainty of the first-mentioned type of expectation, the 
investment is motivated by a much smaller margin of anticipated 
profit. A corporation income tax, even one with high rates, does 
little to deter such business investment. 
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it checks business expansion, and with it the growth 
in the scope of our consumption, which depends upon 
business expansion. Secondly, if the discouragement 
to business investment is relatively greater than the 
absorption of savings attributable to the tax, it acts as 
a general depressant on current business activity. 


Comparative Effect of Other Taxes 


The corporation income tax occupies an intermedi- 
ate position among possible federal taxes with respect 


to its effect upon saving and consumption ex- 
penditure. 


Excess profits taxes and undistributed profits taxes 
tend to burden saving relatively more heavily than 
does the corporation income tax, since they absorb 
undistributed profits, which are pure saving, to a 
greater extent than does the corporation income tax. 
In addition, the undistributed profits tax has the added 
regulatory effect over and above its absorption of un- 
distributed profit, of inducing distribution 
of corporate profit, thereby causing the 
spending of a portion of these funds by 
individuals. A personal income tax will 
also reduce saving more than a corporation 
income tax if the progression of its rate 
schedule is greater than the progression of 
the distribution of corporate dividend re- 
ceipts among individual income classes, 
since the heavier upper bracket rates apply 
to elements of income that are normally 
saved rather than spent. Estate and gift 
taxes recognizedly react primarily upon 
saving. 

In contrast, all forms of federal taxation 
that are shifted into prices influence con- 
sumption expenditure more and saving less 
than does the corporation income tax. The 
reason for this is that they bear regressively 
upon individual incomes, and burden the 
smaller incomes that are primarily spent 
more than they do the larger incomes that 
are primarily saved. Capital stock and 
similar taxes that bear partly on business 
income and are partly shifted likewise have 
relatively less effect on saving. Payroll 
taxes, whose burden is essentially on the 
small incomes that go primarily to con- 
sumption expenditure, and on prices, also 
have relatively less effect on saving. 

No other major-yield tax in the federal 
system matches the corporation income tax 
as a deterrent of investment. The shifted 
taxes may involve dislocations and loss for 
the particular lines affected, but any even- 
tual reduction of profit expectations for the 





taxed lines is likely to be counterbalanced by stimuli to 
other elements of the business system. The personal in- 
come tax reduces profit anticipations for unincorporated 
enterprises, but only to the extent that it bears on 


income from such enterprises; and only a small pro- 
portion of the total revenue derived from the tax can 
be charged with such effect. Even the excess profits 
tax is less influential in this respect, first because the 
“excess profits” upon which it is levied are largely 
temporary quasi-rents or “economic surpluses” which 
are not causative factors in new business investment, 
and second because the tax itself is generally viewed as 
temporary and not likely to be long a burden on profit ; 
furthermore, a wartime excess profits tax is generally 
limited in its application to periods when factors other 
than anticipated profits govern a large proportion of 
the new capital creation being undertaken. 

This is the fourth of a series of articles, by Mr. Shultz, on 


the economic effects of taxation appearing in TAXES—The 
Tax Magazine. 


URGENT 
PUBLIC 
OTICE! 


HE tremendous gains We found this out in the last 
made against tubercu- war. 
losis are in danger of being Your help is needed, 
wiped out. urgently. To carry on the 
Crowded housing, abnor- year’s fight against TB, we rely 
mal eating conditions, over- onyour purchase of Christmas 
work, and all the other by- Seals. Please send in your con- 
products of war can give the tribution today, as much as 
dread TB a new lease on life. you can give. 





BUY CHRISTMAS SEALS 


Because of the importance of the above 
message, this space has been contributed by 


(Your Name Here) 
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The Shoptalker 
(Continued from page 617) 

Kid. “Not much pay, single, going to night school, 

paying his own commutation, clothes, meals. The 

way it came out he owed about a week’s pay in tax, 

at September 15th. Of course, he didn’t have it. 

Budgeting his lunch to 15 centsaday .. .” 

“You are right there,” agreed Oldtimer. “If the 
lower-bracket, fixed income, white-collar workers have 
to take half a sandwich for lunch then they are sacri- 
ficing more to meet their taxes than the higher 
brackets. There’s room for some equalization there.” 

“Higher exemptions, in other words, and maybe 
some rate increases along with it,” the Kid summed 
up. “Is that the way you’d like to see it?” 

“That would do it,” conceded Oldtimer. “I’ve come 
across a case or two, but not many, where direct taxes 
are eating into people’s subsistence, and that’s carry- 
ing it too far. This country doesn’t need that kind of 
money. Take a little more, a little higher up, instead.” 

“Got to change the law for that,” warned Dash. 
“You are asking for a new tax bill!” 

“Tf that’s the only changes they make, it’s O. K. 
with me to have a new law,” said Oldtimer. “Any- 
thing that makes for equality of sacrifice doesn’t have 
to stand on ceremony so far as I am concerned.” 

* * * 


Taxperts and Others 


Charles Carver, on the staff of the American Insti- 


tute of Accountants, is on active foreign service asa 
Lieutenant, USNR. 


Lee Perkins has joined the tax department of Peat, 
Marwick, Mitchell & Co.—better known as PMM. 


Elmer L. Sutherland, managing partner of Lawrence 
Scudder & Co. for some years, is now a Vice President 
with Aeronca Aircraft Corp., Middletown, Ohio. 

John P. Marquand has written another book, “So 
Little Time.” Don’t miss it, after you’ve finished 
“required reading” in CCH. 


The Next Issue 


Mr. George Altman tells he likes to write about 
the Community Property laws and that Flournoy 
v. Weiner prompts a long article on this con- 
troversial subject possibly for the December 
issue. Then, too, “Can Corporate Taxes Be 
Avoided by Transferring Corporate Assets’ by 
Sam. G. Winstead, Assistant Counsel, South- 
western Division, Technical Staff, will find a 
receptive audience. 

The subscribers to TAXES—The Tax Magazine 
have increased pleasingly paying compliment to the 
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Federal Taxation of Insurance Companies 
and Their Problems 
(Continued from page 616) 

setting the increased premium volume on compensa- 
tion writings. The companies know that such 
abnormal loss ratios cannot continue. They know 
that employees will start filing compensible claims, 
with the consequent increase in loss ratios when 
temporary lay-offs start at the time of transition from 
a war to a peace-time economy. This will probably 
cause the bunching of losses incurred in years of de- 
clining underwriting premium volume with the result 
that the swing back to normal loss ratios will not 
benefit the companies tax-wise except, possibly, by 
way of carryback or carryforward of net operating 
losses. 

I believe that the proper solution to this situation 
would be the current tax allowance of deductions for 
additions to voluntary contingency reserves. Although 
existing laws grant relief to industrial corporations 
engaged in war work in that they are permitted to 
set aside out of current earnings substantial amounts 
for accelerated depreciation and amortization, and 
take tax deductions for reasonable additions to such 
reserves, similar recognition of these abnormal war 
conditions has not been accorded the casualty insur- 
ance companies. Existing tax laws make it too ex- 
pensive tax-wise for these companies to attempt, 
through the setting up of voluntary reserves, to guard 
against the inevitable time when abnormally low loss 
ratios will revert to normal or high ratios. The rev- 
enue laws should be amended to permit the casualty 
companies to set up reasonable contingency reserves, 
based on experience, in order to offset the swing back 
to high loss ratios on a declining premium volume. It 
is my opinion that the provision for carryback or carry- 
forward of net operating loss does not adequately guard 
against this situation. 


The second installment of Federal Taxation of Insur- 
ance Companies and their Problems, will appear in the 
December issue. 


excellence of the articles in the recent months. 
Paper restrictions set a limit upon the number of 
copies which can be printed each month. If you are 
not able to purchase as many extra copies as you 
would like it is because we do not have them. Also, 
request for back issues finds many issues com- 
pletely sold out. 


The subscriber comes first and many to obviate 
their later disappointment have entered duplicate 
subscriptions, you may find this expedient also. 


THE EDITOR 
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Patents and Income Taxation 
(Continued from page 590) 

mination, a significant inquiry is as to the activities of 
the patentee, and whether or not he was himself mak- 
ing use of the patented invention in his business. 
Where a patent owner is manufacturing, actual dam- 
ages recovered in a suit from a competing infringer 
should scarcely be deemed taxable income. Under our 
laws a patentee may recover both damages and profits 
from an infringer. The latter are measured by the 
defendant’s additional income due to use of the patents ; 
when recovered by the patentee these are quite prop- 
erly taxable, even though the infringer has already 
paid a tax on the same profits.2° Damages may be 
measured either by proof of actual loss to the plaintiff, 
or, lacking that, by a reasonable royalty which the 
defendant should have paid for the use of the inven- 
tion. A patentee who is not himself exploiting his 
patents could ordinarily show no actual loss from 
the infringement, and his recovery of “damages” would 
in reality be no more than a royalty. This is unques- 
tionably the situation sought to be covered by the rule 
presently promulgated.** But a manufacturing patentee 
could suffer serious if not fatal business repercussions 
through an infringer’s torts; in such a situation it is 
altogether unrealistic to treat his entire recovery as 
income. A realization of the actualities behind the 


suit would draw this distinction and thereby tend to 
reach a more just conclusion.”® 








2% Supra, n, 21. 

See Christensen v. Commissioner, 33 B. T. A. 79 (1935). This 
was the situation presented in this case, where the Board, without 
discussion of the point, held that damages in the form of royalties 
were income. 

28 See, Note (1935-6) 4 Geo. Wash. L. Rev. 157, supra n. 25, 

The general rule is that damages paid on account of injury to 
property, which represent merely compensation for destruction or 
diminution in the value of a capital asset, are not income. 431 
Cc. C. H. Standard Federal Tax Service { 51.485; H. Liebes & Co. 
v. Commissioner, 9 F. (2d) 932 (C. C. A. 9th, 1937). And see, 
Farmers & Merchants Bank of Kentucky v. Commissioner, 59 F. 
(2d) 912 (C. C. A. 6th, 1932) (damages for injuries to business 
reputation are tax exempt). 

2 Reg. 103, § 19.23 (1)-3; Douglas Co. v. Commissioner, 23 B. T. A. 
1308; Union Metal Mfg. Co., 1 B. T. A. 395; Hershey Mfg. Co., 14 
B. T. A. 867, modified on other grounds, 43 F. (2d) 298 (C. C. A. 
10th, 1930). And see, Hazeltine Corp. v. Commissioner, 89 F. (2d) 
513 (C, C. A, 3d, 1937). 

A similar deduction may be made on patent applications which 
are of an ascertainable value, although their span of life is not 
predetermined. See, Commissioner v, Stephens-Adamson, 51 F. (2d) 
681, 682 (C. C, A. 7th, 1931): 

The Commissioner ‘‘. . . makes an attempted distinction between 
the property of one who owns a patent and the rights of one who 
has merely a pending application for a patent. Such a distinction, 
it seems to us, goes to the value of the property right rather than 
to its existence . . . We think it a fair definition to say that what 
may be sold and assigned is a property right.’’ It was held that 
an application is property, so that its fair market value may be 
used as the basis of computing depreciation for each of the years 
in question. See also, Douglas v, Commissioner, 23 B. T. A. 1308, 
1310, and the cases there cited. 

% Service Recorder Co., 2 B. T. A. 96; Owens Bottle Co. v. Com- 
missioner, 8 B. T. A. 1197; International Curtis Turbine Co. v. 
United States, 63 Ct. Cl. 597 (1927). Similarly, the right to receive 
royalties over a given term is exhaustible property. Barnes v. 
Commissioner, 8.B. T. A. 360. Probably, however, if the license 
were of indefinite duration, or were subject at any time to cancel- 
lation by -either party, no deduction would be permitted. Cf. 
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Deductions From Gross Income— 
Consumption of Capital Assets 


In computing the net income of a business in which 
capital assets other than money are in use, allowance 
may be made for the depreciation of these assets. This 
allowance is made under the familiar categories of 
exhaustion, wear and tear, and obsolescence. 

Such deductions are of especial significance in con- 
nection with patent rights because of two peculiar char- 
acteristics: (1) the predetermined span of life of each 
patent; and (2) the peculiar susceptibility of patent 
property to obsolescence. 

To offset the constant attrition in value caused by 
the absolute seventeen year limitation on the life of a 
patent, an allowance for its exhaustion, is permitted.”° 
And, a license to use a patent is subject to a similar 
deduction.*® This deduction is to be spread over the 
full life of the patent, even though its useful life is far 
less.*1 The amount of exhaustion to be allowed is 
computed by ascertaining the depreciable base from 
the cost of value of the patent, and pro-rating that over 
its life from the date of its grant, or from its acquisi- 
tion by the taxpayer.*? This is in accordance with the 
basic principle of the deduction for depreciation, which 
is that there should be charged against the profit or 
loss of a given year an allowance for the disappearance 
of capital so that the original cost of the property will 
not be lost when it is ultimately discarded.** 

It must, to obtain this deduction, be shown that the 
patent is being used in the taxpayer’s “trade or busi- 
ness.” ** The application of this rule might well be 





Christensen Mach. Co. v, United States, 50 F. (2d). 282 (Ct. Cl. 
1931) (agreement not to compete for definite period) with- Clark 
Thread Co. v. Commissioner, 100 F. (2d) 257 (C. C. A: 3d, 1938) 
(suppression of a competitive trade name is in nature of acquisition 
of capital asset, but benefits are of indefinite duration). 


1 Hazeltine Corp. v. Commissioner, 89 F. (2d) 513 (C. C. A. 3d, 
1937); Hyatt Roller Bearing Co. v. United States, 43 F. (2d) 1008 


(Ct. Cl. 1930); Leggett & Platt Spring Bed Co. v. Crooks, 34 F, (2d) 
492 (W. D. Mo. 1929). 


@ Reg. 103, § 19.23 (1)-7; Hazeltine Corp. v. Commissioner, supra, 
n. 31; Owens Bottle Co. v. Commissioner, supra, n. 30; Jordahl ¢ 
Co. v. Commissioner, 35 B. T. A. 1136 (1937); Autovent Co. v. 
Commissioner, 5 B. T. A. 282. 

Where patents were acquired prior to March 1, 1913, their fair 
market value at that date was the basis on which depreciation 
was computed over the remaining life of the patent. Schrader’s 
Son, Inc, v. United States, 43 F. (2d) 619 (E. D. N. Y. 1930) re- 
versed on other grounds, 51 F, (2d) 103g (C. C. A. 2d, 1931) cert. 
den., 284 U. S. 661 (1931). Cf. Young, 2 B. T. A. 457; Gray, 2 
B. T. A, 672; Atterbury, 1B. T. A. 169. 

Costs of development incurred subsequent to the filing of the 
application for a patent must be shown to add to the capital value 
of the patent before they can be added to the depreciable base. 
Hershey Mfg. Co. v, Commissioner, 14 B. T. A. 867, modified on 
other grounds, 43 F. (2d) 298 (C. C. A. 10th, 1930). 

Where the taxpayer received patents as a gift, and there was 
no showing of the cost of acquisition of the patents to the donor. 
no deductions for depreciation were allowed. Wilputte Coke Oven 
Corp. v. Commissioner, 35 B. T. A. 298 (1937). Cf. Cement Gun 
Co. v. Commissioner, 36 F. (2d) 107 (C. A. D. C. 1929), But see. 
Commissioner v. Stephens-Adamson Mfg. Co., 51 F. (2d) 681 (C. C. 
A. 7th, 1931). (Although taxpayer paid nothing for invention ac- 
quired prior to March 1, 1913, which became a patent after that 


date, he was entitled to allowance for exhaustion based on the 
fair market value as of that date. ; 


33431 C. C. H. Standard Federal Tax Service { 215.001; United 
States v. Ludey, 274 U. S. 295, 300 (1927). 


* Buckwalter v. Commissioner, 20 B. T. A. 1005 (1930). Cf. Wood 
Bros, Thresher Co., 4 B, T.-A.-43 (1926). - 


a, so in 
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encompassed with some difficulty, for since a patent is 
no more than a right to exclude, the extent of the “use”’ 
in a trade or business is a matter of some complexity. 
Strictly a patent can only be used by suing to enjoin 
its infringement. What the courts and officials appar- 
ently have in mind, however, is commercial use of the 
invention covered by the patent. This includes also 
the licensing of others under a patent. Some corpora- 
tions receive their entire income as patent licensors, 
and this is clearly, for tax purposes, the use of a 
patent. An interesting query arises, however, as to the 
situation where patents in a field are secured and main- 
tained more for their negative value than for any 
positive rights they may give. An instance of this is 
found in the case of many large corporations whose 
policy it is to obtain patents solely for the purpose of 
protecting themselves against annoying infringement 
suits.25> Clearly the patents are not “used” in the sense 
that they produce royalties, or exclude others from 
the field. Nor are the inventions which they cover 
being produced. Yet they are of value to the patent 
owner in giving him assurance against nuisance suits. On 
this basis, therefore, they should certainly be treated 
as being used in the business of the taxpayer.*® 


The second type of deduction allowable on patents 
arising through the consumption of assets is for obso- 
lescence. This is distinguished from exhaustion, inso- 
far as patents are concerned, in that instead of relating 
to the mere passing of time which in itself destroys 
the property right, obsolescence is the process of fall- 
ing into disuse, and relates primarily to commercial 
usefulness and public acceptance.*7 Obsolescence may 
arise from changes in the art, from the loss of trade, 
prohibitory laws,®* supersession, and similar factors 
which, operating apart from the passage of time, act to 
decrease the value of the patent property.*® Where a 


% This motive underlies the patent policy of the Ford Motor 


Company. See, Wood, Patents and Antitrust Law (Commerce Clear- 
ing House, Inc. 1942) p. 103. Cf. also the opinion in United States 
v. Hartford-Empire Co., 46 F. Supp. 541 (N. D. Ohio 1942) where 
there was evidence of the practice of securing ‘‘blocking’’ and 
‘“‘fencing-in’’ patents for the purpose of restricting technical prog- 
ress of competitors. In this situation, of course, the patents are at 
least being ‘‘used’’ to restrict competition. 

% But see, Buckwalter v. Commissioner, 61 F. (2d) 571 (C. C. A. 
6th, 1932) (unexploited patents owned by corporate vice-president 
who abstained from prosecution of infringers because they were 
customers of the employer, held not ‘‘used’’ in the owner’s business). 

3 Hazeltine Corp. v. Commissioner, 89 F, (2d) 513, 521-2 (C. C. A. 
3d, 1937). 

*° Cf. the recent Supreme Court decisions which have evolved the 
strict rule of law regarding use of process, machine, or combina- 
tion patents to restrict competitors’ sales of unpatented items. See 
especially, Carbice Corporation of America v. American Patents 
Dev. Corp., 283 U. S. 27 (1931); Leitch Mfg. Co. v. Barber Asphalt 
Co., 302 U. S. 458 (1938); Morton Salt Co. v. Suppiger Co., 314 
U. S. 488 (1942); B. B. Chemical Co. v. Ellis, 314 U. S. 495 (1942). 
And see, Wood, Patents and Antitrust Law, supra n. 35, at 82-89, 
for a discussion of the effect of these decisions on ability to exploit 
a patent. In many instances this rule has resulted in the total 
destruction of the patent for marketing purposes. 

%® Real Estate Land-Title Co. v, United States, 309 U. S. 13 (1940). 
And see, Becker v, Anheuser-Busch, Inc., 120 F. (2d) 403 (C. C. A. 
8th, 1941), cert. den., 314 U. S. 625 (1942); 8S. 8S. White Dental Mfg. 
Co. v., United States, 33 F. Supp. 301 (Ct. Cl. 1941), cert. den., 312 
U. S. 644 (1942). Cf. U. 8S. Cartridge Co. v. United States, 284 U. S. 
511 (1932). 


PATENTS AND INCOME TAXATION 
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patent becomes obsolete before its expiration, such 
proportion of the cost or other basis as the number of 
years of its remaining life bears to seventeen years 
may be deducted.*° However, the burden of proving 
when the obsolescence occurred is placed expressly 
on the taxpayer.*" 


Patents are, of course, highly susceptible to just this 
type of attrition. The very progress of the arts and 
sciences which it is the purpose of the patent system 
to promote serves in turn to outmode individual dis- 
coveries. It is the rare invention which finds an active 
commercial market during more than a few of the 
seventeen years of the patent’s legal existence. For 
remarkable as a discovery may be it is inevitably fol- 
lowed by improvements and variants which tend to 
supplant it on the market. So it is that this deduction 
is of especial pertinence to the patent owner. 


A deduction for obsolescence presupposes that the 
property has been wholly abandoned. For by defini- 
tion there can be no obsolescence of property which 
remains in actual use in business.*? However, it need 
not be shown that the patents are completely obsolete. 
The invention covered by a patent may be perfectly 
capable of performing the same functions which it has 
always performed, and yet, so far as practical com- 
mercial use is concerned, be obsolescent. Hazgeltine 
Corporation v. Commissioner.*® Here again a complex 
problem arises with regard to a patent under which 
manufacture is carried on and then suddenly, due to 
changed economic or scientific or legal conditions, is 
terminated. Yet the patent is still legally alive; it is 
still available, no matter how decisive the action of the 
directors in its abandonment, for use in excluding com- 
petitors from producing under it. We have seen above 
that this may well constitute a business “use”. Whether 
a claim for obsolescence in this situation is proper 
presents a close question. Presumably, this is pre- 
cisely the case where obsolescence will be recognized ;** 
inasmuch as the patent owner will thereafter be unable 
to claim a further exhaustion allowance, this solution 
is probably just. 


From the practical standpoint, the primary problem 
confronting the taxpayer is that of proving the value 
of his patent for the purpose of obtaining a deduction. 


4 Reg. 103, § 19.23 (1)-7: ‘‘. .. if permission to do so is specifically 
secured from the Commissioner’’. , 

41“‘Owing to the difficulty of allocating to a particular year the 
obsolescence of a patent, such permission will be granted only if 
affirmative and satisfactory evidence that the patent became obsolete 
in the year for which the return is made is submitted to the Com- 
missioner.’’ Reg. 103, § 19.23 (1)-7. 

And see, Detroit € Windsor Ferry Co. v. Woodworth, 115 F. (2d) 
795 (C. C. A. 6th, 1940), cert. den., 312 U. S. 692 (1941). 

4 Breidt Co., 2 B. T. A. 1190 (1925). 

43 99 F, (2d) 513, 522 (C. C. A. 3d, 1937). 

“See, Reg. 103, § 19.23 (1)-7; Hazeltine Corp. v. Commissioner, 
supra n, 43. The Courts do insist that more than mere nonuse or 
disuse of the property is necessary to establish obsolescence. ‘‘Nor 
does every decision of management to abandon facilities or to dis- 
continue their use give rise to a claim for ‘obsolescence’.’’ Real 
Estate Land-Title Co. v. United States, supra n. 39. 
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Because of the intangible nature of the rights, the 
evaluation of a patent is a matter which in the ulti- 
mate analysis turns on the whim of the final arbiter. 
Where the owner realizes his income entirely from 
royalties received under patent licenses the evaluation 
would be relatively simple. Even in the case of active 
manufacture pursuant to a patented discovery it is 
possible to compare the cost and expense of outmoded 
techniques with those of the new method, and to 
approximate the value of the property right through 
an estimate of the savings so made.*® Even here, how- 
ever, it is next to impossible to segregate such factors 
as good management, good will, and ability to meet 
competition from the earning capacity of the patents 
themselves.*® But where a patent is used only negatively, 
as when it constitutes only a means of protection 
against suit, the assigning of any value to it must be 
purely arbitrary. 

The cost of the patents, of course, including research 
and experimental work and legal and governmental 
fees, in the case of a patent acquired from the govern- 
ment, is relatively ascertainable,*’ and in the absence 
of proof of value it would serve as the base.** 


Current Asset Costs 


A group of deductions totally distinct from those 
just discussed is that including what are termed “cur- 
rent asset costs”. 


Most pertinent of these insofar as our inquiry is 
concerned are the general business expenses. To qualify 
as deductible such expenses must be both “necessary” *® 
and “ordinary”.*° <A third requirement is that the 
item must not be permanent in nature. Thus capital 
expenditures in the form of additions to property are 
not deductible.** So legal expenditures involved in 








* Westclox Co. v. United States, 37 F. (2d) 191 (Ct. Cl, 
Individual Towel Co. v. Commissioner, 5 B. T. A. 158 (1926). 

See, Cheatham Elec. Switching Device Co., 1 B. T. A. 984 (1925). 

Reg. 103, § 19.23 (1)-7. Where the patents are bought from 
another, the purchase price itself would be the cost. 

**Where a group of patents are involved, deductions are com- 
puted by determining the average life of the group. Union Metal 
Mfg. Co., 4 B. T. A. 287 (1926); Prophylactic Brush Co. v. Commis- 
sioner, 25 B. T. A. 676 (1932). But where one of the group is of 
outstanding importance, exhaustion is computed from the date 
when the principal patent was granted. Individual Towel Co. v. 
Commissioner, supra, n. 45; Hazeltine Corp. v. Commissioner, 89 F. 
(2d) 513 (C. C. A. 3d, 1937); Hyatt Roller Bearing Co. v, United 
States, 43 F. (2d) 1008 (Ct. Cl. 1930). 

The courts and Board will not consider the validity of the patents, 
as bearing upon their value, in the absence of a controversy be- 
tween the patent owner and others in the industry which affects 
the marketing under the patents. B. F. Sturtevant Co. v. United 
States, 18 F. Supp. 28 D. C. Mass, 1937). 

Welch v. Helvering, 290 U. S. 111 (1933). That ‘‘necessary”’ 
means ‘‘appropriate’’ and ‘‘helpful’’, see Blackmer v. Commissioner, 
70 F. (2d) 255 (C. C. A. 2d 1934). 

% 431 C. C. H. Standard Federal Tax Service 145. And see 
Von Baumbach v. Sargent Land Co., 242 U. S. 503 (1917). 

51 431 C. C. H. Standard Federal Tax Service { 146.015. Cf. Jones’ 
Estate v. Commissioner, 127 F. (2d) 231 (C. C. A. 5th, 1942). 

3431 C. C. H. Standard Federal Tax Service { 146.4688. 

53 Hazeltine Corp. v. Commissioner, 89 F. (2d) 513, 522 (C. C. A. 
3d, 1937). 

% Strong, 14 B. T. A. 902. Where it is not clear whether the 
experiments increased capital value, the expenses are not deductible. 
Hershey Mfg. Co. v. Commissioner, 43 F. (2d) 298 (C. C. A. 10th, 


1930); 
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successfully procuring a judicial determination of title 
to any property, or the costs of defending title to pre- 
viously obtained property, are not deductible.*? Legal 
expenses in connection with patent applications and 
interferences are capital expenditures and not allowed 
as expenses.** But experimental expenditures made in 
an unsuccessful attempt to improve a patent are 
deductible. 

To the patent minded corporation the most im- 
portant phase of the business expense deduction is 
that relating to expenses involved in litigation. 

Recent activity of the Antitrust Division of the De- 
partment of Justice in connection with patent matters *° 
has rendered particularly important this aspect of the 
problem. In essence, the rule with regard to expenses 
involved in defending against an antitrust suit is that 
if the Government is successful the taxpayer may not 
deduct the fines, fees and costs ;** if the taxpayer suc- 
ceeds in defending he may make the deduction.” It 
should be noted that this is the exact reverse of the 
rule as to perfection of title, which permits the deduc- 
tion only by an unsuccessful litigant.** The cost of 
proceeding against patent infringers is deductible, but 
only if the litigation does not perfect the title or pro- 
long the life of the patent.5® Yet in a very real sense 
the result of a successful governmental prosecution of 
patentees is to destroy their capital assets, just as 
greatly as does unsuccessful patent litigation. The 
distinction is, however, based on the inherent equity 
of the situation, and is well intended to discourage 
illegal activity. 

Royalties constitute another important business ex- 
pense in connection with patent rights. It will suffice 
to point out that these payments are deductible inso- 
far as they are reasonable and do not constitute the 
purchase price for the title to property.** They are 
1930). 

83 Soe Patents and Antitrust Law, supra n. 35, pp. 25-28, 150-179. 

% Burroughs Bldg. Materials Co. v. Commissioner, 47 F. (2d) 
178 (C. C. A, 2d, 1931); Sanitary Earthenware Co., 19 B. T. A. 641; 
Gould Paper Co., 26 B. T. A. 560. Similarly, where the taxpayer 


paid a fine after pleading nolo contendere to a Sherman Act indict- 
ment. El Camino Rfg. Co., B. T. A. Memorandum Opinion, CCH 
Dec. 12,526-B. 

51 Commissioner v. Continental Screen Co., 58 F. (2d) 625 (C. C. A. 
6th, 1932). Cf. National Outdoor Advertising Bureau, Inc. v, Hel- 
vering, 89 F. (2d) 878 (C. C. A. 2d, 1937) (Expenses deductible to 
the extent that they were incurred in resisting unjustified allega- 
tions). And see, National Outdoor Advertising Co., B. T. A. 
Memorandum Opinion, Dec, 10,072-C. (On rehearing, Board allowed 
two-thirds of the claimed deduction, the Government having lost 
two out of the three issues in the suit.) 

58 Supra, p. 13. 

5° 431 C. C. H. Standard Federal Tax Service { 146.449. 

*® Compare the rule that Federal income taxes paid by a patent 
infringer on income derived from the infringement are a proper 
item of expense to be deducted in computing profits in an account- 
ing proceeding, except where the infringement is wilful. Safety 
Glass Co. v. Pittsburgh Plate Glass Co., 38 F. Supp. 639 (D. C. 
Dela. 1941). 

81 See, Hopkinson v. Commissioner, supra n. 14. And see, Liberty 
Hosiery Mills, 31 B. T. A. 64. Cf. International Textbook Co. v. 
United States, 44 F. (2d) 254 (Ct. Cl. 1930). Minimum royalties 
paid in excess of actual production are deductible. Helvering v. 
Russian Finance Corp., 77 F. (2d) 324 (C. C. A. 2d, 1935). No 
deduction may be made where the subject matter of the royalty 


is not susceptible of patent or copyright protection. L. Schepp Co., 
25 B. T. A, 419. 
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deductible in the year the sales on which the royalties 
accrued were made. 


Conclusion 


The significance of the peculiar nature of the patent 
grant is evidenced at several points in the application 
of the tax laws to the products of the patent system. 

The early question of tax immunity; classification 
of proceeds as income or capital; determination of 
exhaustion and obsolescence; ascertainment of busi- 
ness expenses—all these are colored, to some degree at 
least, by the inherent nature of the patent property 
right. 

The fundamental aspect of the problem is, however, 
that for all its peculiarities the patent is a property 
right. At times it may be an exceedingly valuable 
property right, as is evidenced so eloquently by our pro- 
ductive might in the present world conflict. As a prop- 
erty right it should be and is expected to bear its full 
share of the financial burden necessarily imposed on 
all increments of wealth of today. 

It is only essential that in thus placing its aliquot 
share upon this species of property we bear in mind its 
distinctive characteristics to the end that there will 
be an altogether intelligent application of one group 
of laws to the products of another. 


Washington Tax Talk 
(Continued from page 624) 

Internal Revenue: On Saturday, October 9, 1943 
Robert Hannegan was sworn in as Commissioner of 
Internal Revenue, succeeding Mr. Guy T. Helvering. 
Robert Hannegan was formerly Collector of Internal 
Revenue at St. Louis. See page 625 and the cover of 
this issue. 

New Tax Bills: The House of Representatives has 
passed without amendment H. R. 3338, H. R. 3363 and 
H. R. 3381, which relate to government transportation 
tax exemption, extension of time for Sec. 722 relief 
applications and allowances of the Victory tax post- 
war credit to all taxpayers. 

Absenteeism: The National War Labor Board has 
adopted a policy of disposing of cases involving chance 
drawings of War Bonds to curb absenteeism. If it is 
found that the distribution of bonds will not increase 
the level of production costs appreciably, a letter will 
be sent to the applicant stating that the Board declines 
to act on the application since it does not constitute 
a wage adjustment. 

However, if it is found that the payment of bonds is 
a device to evade the wage stabilization program, the 
Wage Stabilization Division, which is charged with 
processing the application, will refer the case to the 
National Board and recommend its disapproval. 





® Kentucky Elec. Lamp, Co., 14 B. T. A. 603. 
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STATEMENT OF THE OWNERSHIP, MANAGEMENT, 
CIRCULATION, ETC., REQUIRED BY THE ACTS 
OF CONGRESS OF AUGUST 24, 1912, AND 
MARCH 3, 1933 


Of Taxes, THE TAx MAGAZINE, published at Chicago, Illinois, 
for October 1, 1942. 


State of Illinois i side 
County of Cook 


Before me, a Notary Public in and for the State and county 
aforesaid, personally appeared George J. Zahringer, who, 
having been duly sworn according to law, deposes and says 
that he is the Business Manager of TAxEs, THE TAx MAGAZINE, 
and that the following is, to the best of his knowledge and 
belief, a true statement of the ownership, management (and if 
a daily paper, the circulation), etc., of the aforesaid publication 
for the date shown in the above caption, required by the Act 
of August 24, 1912, as amended by the Act of March 3, 1933, 
embodied in section 537, Postal Laws and Regulations, printed 
on the reverse of this form, to wit: 


1. That the names and addresses of the publisher, editor, 
managing editor, and business managers are: 

Publisher: Commerce Clearing House, Inc., Chicago, II. 

Editor: Henry L. Stewart, Chicago, III. 

Managing Editor: Henry B. Nelson, Chicago, III. 

Business Manager: George J. Zahringer, Chicago, III. 

2. That the owner is: (If owned by a corporation, its name 
and address must be stated and also immediately thereunder 
the names and addresses of stockholders owning or holding 
one per cent or more of the total amount of stock. If not 
owned by a corporation, the names and addresses of the 
individual owners must be given. If owned by a firm, com- 
pany, or other unincorporated concern, its name and address, 
as well as those of each individual member, must be given.) 
Commerce Clearing House, Inc., 214 North Michigan Avenue, 
Chicago, Ill.; The Corporation Trust Co. (N. J.), 15 Exchange 
Place, Jersey City, N. J.; The Corporation Trust Co. (N. Y.), 
120 Broadway, New York, N. Y.; Justus L. Schlichting, 
Chicago, Ili.; Margaret T. Smith, Millbrook, N. Y.; Oakleigh 
Thorne, Millbrook, N. Y. 


3. That the known bondholders, mortgagees, and other 
security holders owning or holding 1 per cent or more of total 
amount of bonds, mortgages, or other securities are: (If there 
are none, so state.) None. 


4. That the two paragraphs next above, giving the names 
of the owners, stockholders, and security holders, if any, 
contain not only the list of stockholders and security holders 
as they appear upon the books of the company but also, in 
cases where the stockholder or security holder appears upon 
the books of the company as trustee or in any other fiduciary 
relation, the name of the person or corporation for whom 
such trustee is acting is given; also that the said two para- 
graphs contain statements embracing affhant’s full knowledge 
and belief as to the circumstances and conditions under which 
stockholders and security holders who do not appear upon the 
books of the company as trustees, hold stock and securities 
in a capacity other than that of a bona fide owner; and this 
affant has no reason to believe that any other person, associa- 
tion, or corporation has any interest direct or indirect in the 
said stock, bonds, or other securities than as so stated to him. 

[Signed] George J. Zahringer, 
Business Manager. 

Sworn to and subscribed before me this 22nd day of Sep- 
tember, 1943. 

[Signed] Lester Johnson. 
(My commission expires Nov. 6, 1945.) 
[Seal] 







































































































































































































































































































































ALABAMA 
Dec. 1—— 
Automobile dealers’ reports due. 
Dec. 10—— 
Alcoholic beverage reports due from whole- 
salers, distributors and retailers. 
Automobile dealers’ reports due. 
Oll and gas conservation tax due. 
Tobacco use tax and reports due. 
Dec. 15—— 
Gasoline tax reports due from carriers. 
warehouses and transporters. 
Income tax (fourth installment) due. 
Lubricating oils tax reports due from car- 
riers, warehouses and transporters. 
Motor carriers’ mileage reports and tax 
due. 
Dec. 20—— 
Automobile dealers’ reports due 
Coal and iron ore mining tax reports and 
payment due. 
Gasoline tax reports and payment due. 
Lubricating olls taxes and reports due. 
Motor fuel tax reports and payment due. 
Sales tax reports and payments due. 
Dec. 30—— 
Carbonic acid gas reports due. 
Dec. 31—— 
Property tax—last day to pay balance. 


ARIZONA 
Dec. 5—— 


Alcoholic beverage licensee reports due. 
Dec. 15—— 

Gross income reports and payment due. 

Motor carriers’ reports and taxes due. 

Use fuel taxes and reports due. 
Dec.—Third Monday—— 

Express companies—last day to pay tax. 

Private car company taxes delinquent. 
Dec. 25—— 

Motor fuel carriers’ reports due. 

Gasoline tax reports and payment due. 


ARKANSAS 
Dec. 10—— 
Alcoholic beverage reports and taxes due. 
Motor fuel carriers’ reports due. 
Natural resources—statement of purchases 
due. 
Natural resources severance tax reports 
and payment due. 
Wholesalers’ and salesmen’s cigarette re- 
port due, 
Dec. 15—— 
Oil and gas reports and payment due. 
Reports of manufacturers and wholesalers 
of light wines due. 


Dec. 20—— 
Gross receipts tax reports and payment 
due. 
Use fuel tax and reports due. 
Dec. 25—— 


General gasoline taxes and reports due. 
Motor vehicle fuel report and tax due. 


Dec. 31-—— 
Automobile manufacturers’ license tax ex- 
pires. 
Motor vehicle registration and fees due. 


CALIFORNIA 
Dec. 1 
Beer and wine reports and tax due. 
Common carriers’ distilled spirits taxes and 
reports due, 
Gasoline tax due. 
Dec. 5— 
Private car tax due. 
Dec. 15—— 
Distilled spirits reports and tax due. 
Gasoline tax reports due. 
Motor carriers’ license fees due. 


Personal income tax (third installment) 
due. 


Use fuel taxes and reports due. 
Dec. 20—— 
Motor carriers’ gross receipts tax due. 








COLORADO 


Dec. 5—— 


Alcoholic beverage manufacturer’s report 
due. 


Motor carriers’ compensation taxes due. 
Dec. 10—— 
Motor carriers’ reports due. 
Dec. 14— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Dec. 15— 
Coal mine owners’ reports due. 
Coal tonnage tax reports due. 
Income tax (fourth installment) due. 
Service tax reports and payment due. 
Dec. 25—— 
Gasoline tax reports and payment due. 
Dec. 31 
Motor vehicle registration due. 
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CONNECTICUT 

Dec. 1—— 

Gasoline tax due. 
Dec. 10—— 

Cigarette reports due. 
Dec. 15—— 

Gasoline and use fuel tax reports due. 
Dec. 20—— 


Alcoholic beverage tax reports and pay- 
ment due. 


DELAWARE 
Dec. 15—— 
Alcoholic beverage reports due from im- 
porters and manufacturers. 
Filling station’s gasoline tax reports due. 
Resident wholesale dealers’ monthly cig- 
arette tax report due. 
Dec. 31— 
Carriers’ gasoline tax reports due. 
Distributors’ gasoline taxes and reports 
due. 


DISTRICT OF COLUMBIA 
Dec. 10—— 

Alcoholic beverage reports due from li- 
censed manufacturers, wholesalers and 
retailers. 

Beer reports due from licensed manufac- 
turers and wholesalers. 

Dec. 15—— 
Beer tax due. 
Dec. 25—— 
Gasoline tax reports and payment due. 


FLORIDA 
Dec. 10—— 
Alcoholic beverage reports due from deal- 
ers and manufacturers. 
Dec. 15— 
Alcoholic beverage reports due from trans- 
porters and carriers. 
Gasoline tax reports and payment due. 
Motor fuel use tax and reports due. 
Dec. 31 
Motor transportation company reports and 
taxes due. 





GEORGIA 
Dec. 10—— 
Tobacco wholesale dealers’ reports due. 
Dec. 15—— 
Malt beverage taxes and reports due. 
Dec. 20—— 
Bank share tax delinquent. 
Gasoline tax reports and payment due. 
Intangible personal property tax delin- 
quent and interest-bearing. 
Property tax delinquent and interest-bear- 
ing. 
Dec. 31—— 
Chain store and mail order house tax due. 
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IDAHO Dec. 15—— LOUISIANA 
Dec. 10—— Alcoholic beverage reports due. en 
Beer dealers’ reports due. Last day to file aircraft fuel refund claims. Wholesalers’ tobacco reports due. 
Dec. i. . Motor vehicle fuel (other than gasoline) po. 19 
Nee tennant mt: ‘eae uae eee 
. mporters’ kerosene taxes and reports due. 
in onan tan eae pepunent: Gap, Public utility gross receipts taxes and re- Importers’ light wines and beer reports 
Personal property tax due. ports due. due. 
Real property tax (semi-annual install- Dec. 20—— Importers’ lubricating oils reports due. 
ment) due. Oil production taxes and reports due. bea. oo 
Dec. 31—— Dec. 31—— Carriers’ gasoline tax reports due. 
Chain store tax due. Dealers’ and transporters’ gasoline taxes Carriers’ kerosene tax reports due. 
and reports due. Carriers’ light wines and beer reports due. 


ILLINOIS 
Dec. 10—— 
Motor carriers’ mileage tax due. 
Dec. 15— 
Alcoholic beverage reports—last day to 
file. 
Alcoholic beverage reports due from ware- 
housemen. 


Cigarette tax returns due, 

Public utility reports and taxes due. 

Sales tax reports and payment due. 
Dec. 20—— 

Gasoline tax reports and payment due. 
Oil production taxes and reports due. 
Dec. 30 
Transporters’ gasoline tax reports due. 








INDIANA 


Dec. 15—— 
Carriers’ gasoline tax reports due. 
Dec. 20—— 
Bank and trust company intangibles tax 
due. 


Bank share tax due. 
Building and loan association intangible 
tax reports and payment due. 
Dec. 25—— 
Gasoline taxes and reports due. 


Dec. 31—— 
Private car company taxes due. 





IOWA 









Dec. 10— 
Carriers’ gasoline tax reports due. 































Class ‘‘A’’ permittees’ beer taxes and re- : 
ports due. 
ee ~“ of cigarettes, cigarette NE file instead of 
Dec. 20— four!—and again McBee Keysort proves its 
Gasoline taxes and reports due. efficiency. 
"ae i la i alas altace Four cross-reference files had been maintained 
——_ viens to find facts in various arrangements, Writing 
up one card meant writing up four others; 
KANSAS changing one card meant locating, removing 
~= and changing four more. Putting Keysort on 
Malt beverage taxes and reports due. ging : i 8 y 
Dec. 15—— the card resulted in one file doing the work 
Carriers’ gasoline tax reports due. of all, at a saving of money and clerical time 
Compensating taxes and reports due. : and effort 
Motor carriers’ gross ton mileage taxes ; : 
and reports due. Keysort handles any number of cards, with 
Dec. 20— your regular clerks, and without costly 


Bank share tax due. 
Property tax (first installment) due. 
Sales tax reports and payment due. 
Dec. 25—— 
Gasoline taxes and reports due. 
Dec. 31—— 
Express companies—last day to pay tax. 


machinery or equipment. 






KENTUCKY 
Dec. 10—— 
Amusement and entertainment tax and re- 
ports due. 
Cigarette tax reports due. 
Refiners’ and importers’ gasoline tax re- 
ports due. 
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Carriers’ lubricating oils reports due. 

Intoxicating liquor manufacturers’ and 
dealers’ reports due. 


Wholesalers’ and retailers’ tobacco reports 
due. 



























Dec. 20—— 
Dealers’ and manufacturers’ light wines 
and beer tax reports due. 
Dealers’ gasoline taxes and reports due. 
Dealers’ kerosene taxes and reports due. 
Fuel use taxes and reports due. 
Lubricating oils tax due; dealers’ reports 
due. 
New Orleans sales and use taxes and re- 
ports due. 
Petroleum solvents reports due. 
Use tax and reports due. 
War emergency sales tax and reports due. 
Dec. 31—— 
Bank share tax due. 
Foreign corporation reports due. 
Property tax due. 
Public utility supervision and liuspection 
fees due. 


MAINE 
Dec. 10—— 
Manufacturers’ and wholesalers’ malt bev- 
erage reports due. 


Dec. 15—— 
Railroad and street railroad tax (install- 
ment) due. 
Use fuel tax and reports due. 
Dec. 31—— 


Gasoline tax and reports due. 


MARYLAND 
Dec. 10—— 
Admissions tax payment due. 
Dec. 15—— 


Income tax (fourth installment) due. 
Dec. 30—— 
Reports due from purchasers of motor fuel 
in cargo lots. 
Dec. 31 
Beer tax reports and payment due. 
Gasoline tax reports and payment due. 





MASSACHUSETTS 
Dec. 10—— 
Alcoholic beverage excise taxes and re- 
turns due. 
Meals tax and reports due. 
Dec. 15—— 
Cigarette distributors’ tax reports and pay- 
ment due. 
Dec. 31—— 
Gasoline tax reports and payment due. 


MICHIGAN 
Dec. 1—— 
Gas and oil severance taxes and reports 
due. 
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Steam vessel tonnage taxes and returns 
due. 
Dec. 5— 
Carriers’ gasoline tax reports due. 
Dec. 10—— 
Common and contract carriers’ reports and 
fees due. 
Dec. 15—— 
Sales tax reports and payment due. 
Use taxes and reports due. 
Dec. 20—— 
Distributors’ 


gasoline taxes and reports 
due. 


MINNESOTA 

Dec. 10—— 

Wholesalers’, brewers’ and manufacturers’ 

alcoholic beverage reports due. 

Dec. 15— 

Income tax (fourth installment) due. 

Interstate motor carriers’ mileage tax due. 
Dec. 23—— 

Gasoline tax payments due. 

Special use fuel taxes and reports due. 


MISSISSIPPI 
Dec. 1 

Bank share tax due. 

Electric light and power, express, pipe 
line, sleeping car, telegraph and tele- 
phone company taxes due. 

Dec. 10—— 
Admission tax and reports due. 
Dec. 15— 

Gasoline tax reports due. 

Income tax (fourth installment) due. 

Manufacturers, distributors’ and whole- 

. Salers’ tobacco reports due. 

Sales tax and reports due. 

Timber severance reports and taxes due. 

Use tax and reports due. 

Wholesalers’, distributors’, retailers,’ and 
common caniiers’ light wines and beer 
reports due. 





MISSOURI 

Dec. 1—— 

Income tax (fourth installment) due. 
Dec. 5—— 

Non-intoxicating beer permittees’ reports 

due. 

Dec. 15— 

Alcoholic beverage reports due. 

Gasoline tax reports due. 

Retail sales tax and reports due. 
Dec. 25—— 

Gasoline tax due. 

Use fuel reports and tax due. 





MONTANA 


Dec. 15— 

Brewers’ and liquor wholesalers’ taxes and 
reports due. 

Electric company reports and taxes due. 
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Gasoline tax reports and payment due. 
Railroad company’s gasoline tax reports 
due. 
Dec. 20—— 
Producers’, transporters’, dealers’ and re- 
finers’ crude petroleum reports due. 


NEBRASKA 
Dec. 1—— 
Domestic insurance company premiums tax 
due. 
Personal property tax (first installment) 
due. 
Dec. 15—— 


Gasoline tax reports and payment due. 

Imitation butter tax and reports due. 

Manufacturers’ and wholesalers’ alcoholic 
beverage reports due. 


NEVADA 
Dec.—First Monday—— 
Property tax (first installment) due. 
Dec. 15—— 
Carriers’ gasoline tax reports due. 
Dec. 25—— 
Dealers’ and user’s gasoline taxes and re- 
ports due, 
Use fuel tax report and tax due. 


NEW HAMPSHIRE 

Dec. L 

Property tax due. 
Dec. 10—— 

Alcoholic beverage taxes and reports due. 
Dec. 15— 

Use fuel tax and reports due. 
Dec. 31—— 


Carriers’ reports of motor fuel deliveries 
due. 


Distributors’ gasoline tax and reports due. 





NEW JERSEY 
Dec. 1—— 
Public utilities using the streets—third in- 
stallment of tax due. 
Railroad companies’ franchise and prop- 
erty taxes due. 
Dec. 10—— 
Busses and jitneys in municipalities—gross 
receipts taxes and reports due. 
Interstate busses—excise taxes and reports 
due. 
Dec. 15—— 
Manufacturers’, distributors’, transport- 
ers’, werehousemen’s and importers’ al- 


coholic beverage reports and taxes due. 
Dec. 20—— 


Retail consumption and distribution alco- 
holic beverage taxes and reports due. 
Dec. 30-—— 
Carriers’ gasoline tax reports due. 
Dec. 31—— 


Distributors’ gasoline taxes and reports 
due. 
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NEW MEXICO 


Dec. 1—— 
Bank tax (first half) delinquent. 
Property tax (semi-annual installment) 
due. 
Dec. 15—— 
Occupational gross income tax reports and 
payment due. 
Oil and gas conservation tax reports due. 
Severance taxes and reports due. 
Dec.—Third Monday— 
Express companies—last day to pay tax. 
Dec. 20—— 
Motor carriers’ reports and taxes due. 
Dec. 25—— 
Gasoline taxes and reports due. 
Use or compensating taxes and reports 
due. 


NEW YORK 


Dec. 20—— 
Alcoholic beverage taxes and reports due. 


Dec. 25—— 
New York City conduit company taxes and 
reports due. 
New York City public utility excise tax 
and returns due. 
Public utility additional taxes and reports 
due. 


Dec. 31—— 
Gasoline taxes and reports due. 


NORTH CAROLINA 
Dec. 10—— 
Carriers’ gasoline tax reports due. 
Railroads’ alcoholic beverage reports and 
tax due. 
Unfortified wine additional tax and reports 
due. 
Dec. 15—— 
Sales tax and reports due. 
Spirituous liquor tax due. 
Use tax and reports due. 


Dec. 20—— 
Distributors’ gasoline taxes and reports 
due. 
Franchise bus carriers’ and haulers’ re- 
ports and taxes due. 


NORTH DAKOTA 
Dec. 15-—— 
Alcoholic beverage transactions taxes and 
reports due. 
Gasoline tax reports and payment due. 
Income tax (fourth installment) due. 
Interstate motor carriers’ tax due. 
Dec. 25—— 
Use fuel reports and taxes due. 
Dec. 31—— 
Bank and trust company income tax due. 





OHIO 
Dec. 10—— 
Admissions taxes and reports due. 


Class ‘‘A’’ and ‘‘B’’ permittees’ alcoholic 


beverage reports due. 


Dec. 15—— 


Cigarette use taxes and reports due. 
Utility excise tax delinquent. 


Dec. 20—— 


Dealers’ gasoline tax reports due. 
Real and public utility property tax (semi- 
annual installment) due. 


Dec. 30—— 


Carriers’ gasoline tax reports due. 


Dec. 31—— 


Gasoline tax due. 





OKLAHOMA 


Dec. 1—— 
Oil, gas and mineral gross production taxes 
and reports due. 
Dec. 5—— 
Mine operators’ (other than coal mines) 
reports due. 
Dec. 10—— 
Airports’ gross receipts taxes and reports 
due. 
Alcoholic beverage taxes and reports due. 
Dec. 15—— 
Carriers’ gasoline tax reports due. 
Gasoline taxes and reports, (except distrib- 
utors’) due. 
Sales tax and reports due. 
Dec. 20——— 
Carriers’ use fuel tax reports due. 
Coal mine operators’ reports due. 
Gasoline distributors’ taxes and reports 
due. 
Use fuel oil tax and reports due. 
Use taxes and reports due. 


OREGON 

Dec. 10—— 

Oil production taxes and reports due. 
Dec. 20—— 

Alcoholic beverage reports and taxes due. 

Motor carriers’ reports and taxes due. 

Use fuel tax and reports due, 

Dec. 25—— 

Gasoline taxes and reports due. 


PENNSYLVANIA 
Dec. 10—— 
Malt beverage reports due. 
Spirituous and vinous liquor importers’ re- 


ports due. 
Dec. 15—— 

Employers’ reports of tax withheld at 
source due under Philadelphia Income 
Tax Law. 

Manufacturers’ alcoholic beverage taxes 


and reports due. 
Philadelphia income tax (fourth install- 
ment) due. 
Dec. 31—— 
Gasoline taxes and reports due. 


RHODE ISLAND 
Dec. 10—— 
Manufacturers’ alcoholic beverage reports 
due. 
Tobacco products tax reports due. 
Dec. 15— 
Gasoline taxes and reports due. 








SOUTH CAROLINA 

Dec. 10—— 

Admissions taxes and reports due. 

Beer and wine wholesalers’ reports due. 

Power tax returns—last day to file. 
Dec. 20—— 

Dealers’ fuel oil reports due. 

Fuel use tax returns and payment due, 

Gasoline taxes and reports due. 
Dec. 31—— 

Property tax (installment) due. 


SOUTH DAKOTA 
Dec. 1—— 
Passenger motor carriers’ taxes due. 
Dec. 15— 
Alcoholic beverage sales reports due. 
Gasoline tax reports due. 
Use fuel tax reports and payments due. 


TENNESSEE 
Dec. 1—— 
Cottonseed oil mill reports due during 
month. 
Dec. 10—— 


Alcoholic beverage reports—last day to file. 
Barrel tax on beer due. 
Carriers’ gasoline tax reports due. 
Cigarette distributors’ reports due. 
wDec. 15— . 
Carriers’ use fuel reports due. 
Reports due on fuel used in internal com- 
bustion engines. 
Dec. 20—— 
Gasoline distributors’ monthly taxes and 
reports due. 
Liquid carbonic acid gas tax due. 
Oil and Gas Production tax and report 
due. 
Dec. 31—— 
Motor carriers’ tax due. 


TEXAS 
Dec. 15—— 
Oleomargarine dealers’ taxes and reports 
due. 
Dec. 20—— 
Motor fuel tax and reports due. 
Liquefied gas and liquid fuel users’ tax and 
reports due. 
Use fuel tax and reports due. 
Dec. 25—— 
Carbon black production taxes and reports 
due. 
Natural gas production taxes and reports 
due. 
Oil production taxes and reports due. 
Theatres’ prizes and awards taxes and 
payments due. 
Dec. 30—— 
Oil carriers’ report due. 































Chain store tax due. 


UTAH 

Dec. 10—— 
Carriers’ use fuel tax reports due. 
Liquor licensee reports due. 


































































































































































































































































































































































































































































































































































































































































































































































































Dec. 15—— 
Income (franchise) tax (fourth install- 
ment) due. 
Use fuel tax and reports due. 
Dec. 25—— 
Carriers’ reports of motor fuels deliveries 
due. 


Distributors’ and retailers’ gasoline taxes 
and reports due. 


VERMONT 
Dec. 10—— 
Alcoholic beverage taxes and reports due. 
Dec. 15—— 
Electric light and power company reports 
and taxes due. 


Personal and corporation income tax 
(fourth installment) due. 
Dec. 31—— 


Gasoline taxes and reports due. 
Sleeping, parlor and dining car company 
taxes due. 


VIRGINIA 

Dec. 5— 
Individual income tax due. 
Property tax—last day to pay. 

Dec. 10—— 
Beer dealers’, bottlers’ and manufacturers’ 

reports due. 

Dec. 20—— 
Carriers’ gasoline tax reports due. 
Gasoline taxes and reports due. 
Use fuel taxes and reports due. 


WASHINGTON 
Dec. 10— 
Distillers’, brewers’, wineries’ and manu- 
facturers’ reports due. 
Dec. 15—— 
Butter substitute taxes and reports due. 
Carriers’ gasoline tax reports due. 
Dec. 20—— 
Use fuel reports and tax due. 
Dec. 25—— 
Gasoline taxes and reports due. 


WEST VIRGINIA 

Dec. 1—— 

Property tax (semi-annual installment) de- 

linquent. 

Dec. 10—— 

Alcoholic beverage taxes and reports due. 
Dec. 15— 

Sales tax and reports due. 
Dec. 30—— 

Gasoline taxes and reports due. 


WISCONSIN 

Dec. 1—— 

Beer tax due. 

Heat, 

regulation company taxes due. 

Dec. 10—— 

Alcoholic beverage reports due. 

Tobacco products tax returns due. 
Dec. 15—— 

Coal docks tax due. 

Grain elevator tax due. 

Scrap iron and scrap steel docks taxes due. 
Dec. 20—— 


Gasoline and diesel fuel taxes and reports 


due. 
Dec. 31—— 
Privilege dividends tax due. 
WYOMING 
Dec. 1—— 


Metalliferous miners’ reports due. 
Dec. 10— 

Carriers’ gasoline tax reports due. 
Dec. 15— 

Gasoline taxes and reports due. 

Sales tax and reports due. 
Use taxes and reports due. 





TAX ES—The Tax Magazine 


Dec. 31 


light and power conservation and 





FEDERAL TAX CALENDAR 


Dec. 20—— 


Motor carriers’ taxes and reports due. 





Express company gross receipts tax due. 





FEDERAL TAX CALENDAR 


Dec. 15— 


Corporation income tax and excess profits 
tax returns due for fiscal year ended 
September 30. Forms 1120 and 1121. 

Domestic corporations (business and rec- 
ords abroad or principal income from 
U. S. possessions)—returns due for fiscal 
year ended June 30, by general exten- 
sion, with interest at 6% from Septem- 
ber 15 on the first installment. Forms 
1120 and 1121, 

Entire income-excess profits taxes or first 
quarterly installment due on returns for 


fiscal year ended September 30. Forms 
1040, 1040A, 1041, 1120, 1121, 1120H, 
1120L. 


Entire income tax or first quarterly install- 
ment due on returns of nonresidents for 
fiscal year ended June 30. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 

Fiduciary income tax return due for fiscal 
year ended September 30. Form 1041. 
Foreign corporations—see ‘‘Nonresidenv 
foreign corporations’’ and ‘‘Resident for- 

eign corporations’’ below. 

Foreign partnership return of income due 
by general extension for fiscal year end- 
ed June 30. Form 1065. 

Individual income tax returns due by gen- 
eral extension for fiscal year ended June 
30, in case of American citizens abroad. 
Forms 1040 and 1040A. 

Last quarterly income-excess profits tax 
payment due for year ended December 
31, 1942, except in the case of taxpayers 
on a current basis under the Current Tax 
Payment Act. Forms 1040, 1041, 1120, 
1120H, 1120L, 1121. 

Due date for payment of last half of bal- 
ance of estimated tax found due on Sep- 
tember 15, 1943, by individuals (except 
farmers) on the calendar year basis. 

Due date for declaration of estimated tax 
for 1943 by farmers on a calendar year 
basis who elected not to file first declara- 
tion for 1943 on or before September 15, 
1943. Entire amount of unpaid balance 
of estimated tax is due. 

Due date for those on a calendar year basis 
who have met the requirements for filing 
a declaration of estimated tax since Sep- 
tember 15, 1943 to file declaration and 
pay entire amount of unpaid balance of 
estimated tax. 

Last day for taxpayers who have filed 
declarations of estimated tax and whose 







November, 1943 


1943 tax was underestimated by more 
than 20% to file an amended return and 
thus to avoid penalty for underestimate. 

Due date for individuals other than farmers 
on a fiscal year basis and whose fiscal 
year begins on Oct. 1 to make first dec- 
laration of estimated tax for the fiscal 
year beginning Oct. 1, 1943, and for pay- 
ment of one-fourth of balance of esti- 
mated tax due for such year. Due date 
also for filing individual income tax re- 
turn for fiscal year ended September 30. 
1943, but no tax is due on such return. 

Last quarterly income tax payment due 
on ‘returns of nonresidents for fiscal year 
ended September 30, 1942. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax returns 
due for fiscal year ended September 30. 
Form 1120L. 

Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for November. 
Form 957. j 

Nonresident alien individual income tax 
return due (business or office in U. S.) 
for fiscal year ended June 30. Form 
1040B. 

Nonresident alien individual income tax 
return due (no U. S. business or office) 


for fiscal year ended June 30. Forms 
1040NB, 1040NB-a. 
Nonresident foreign corporation income 


tax return due for fiscal year ended 
June 30. Form 1120NB, 

Partnership return of income due for fiscal 
year ended September 30. Form 1065. 
Resident foreign corporations—returns due 
for fiscal year ended June 30, by gen- 

eral extension. Forms 1120 and 1121. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended June 
30, except in the case of taxpayers on a 
current basis under the Current Tax 
Payment Act. Forms 1040, 1040A, 1041, 
1120, 1120H, 1120L, 1121. 

Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended March 31, 1943. Forms 1140B, 
1120H, 1120L, 1120NB. 

Stockbrokers’ monthly return of stamp ac- 
count due for October. Form 838. 

Third. quarterly income-excess profits tax 
payment due for fiscal year ended March 
31, 1943, except in the case of taxpayers 
on a current basis under the Current Tax 
Payment Act. Forms 1040, 1040A, 1041, 
1120, 1120H, 1120L, 1121. 


Dec. 20—— 
Monthly information return of ownership 
certificates and income tax to be paid at 


source on bonds due for November. 
Form 1012. 


Dec. 31—— 

Admissions, dues and safety deposit box 
rentals tax due for November. Form 729. 

Excise taxes on gasoline, lubricating oils. 
and matches, due for November. For 
726. 

Excise taxes on sales by manufacturers, 
producers, or importers due for Novem- 
ber. Form 728. 

Excise taxes on telegraph and telephone 
facilities, transportation of oil by pipe 
line, and passenger transportation due 
far November. Form 727. 

Processing taxes on certain vegetable oils 
due for November. Form 932. 

Retail dealers’ excise tax and returns due 
for November on jewelry, furs and toilet 
preparations, Form 728a. 

Sugar (manufactured) tax due for Novem- 
ber. Form 1 (Sugar). 


